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Preface
Applicability
This audit guide has been prepared to assist the independent
auditor in examining and reporting on financial statements of
investment companies by describing those operating conditions
and auditing procedures unique to the industry and by illustrating
the form and content of investment company financial statements
and informative disclosures pertaining thereto. Chapter 1 dis
cusses the types of companies considered to be investment com
panies and to whom the procedures in this guide are applicable.
The American Institute of Certified Public Accountants published
Case Studies in Auditing Procedure No. 6, “A Management In
vestment Company of the Open-End Type,” in 1949. Information
contained in that case study is superseded by this guide.
Because so many investment companies are subject to regula
tion under the Investment Company Act of 1940, rules under
that Act are given extensive coverage in this guide. However,
changes in the rules, regulations, practices, and procedures of
the investment company industry have been frequent and exten
sive in recent years. Further changes are under consideration as

this guide goes to press and it is imperative that the independent
auditor keep abreast o f these changes.
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Changes in Accounting and Reporting Practices
The accounting and reporting practices covered by this guide
are different in some circumstances from those presently being
followed by some investment companies, and are therefore at
variance with some practices which, to date, have been generally
accepted in the industry. Major changes in accounting and re
porting practices which may be required as a result of the pub
lication of this guide are summarized as follows:
1. Requirement that investment securities be carried at value.
In the past, only open-end companies (mutual funds) have
had this requirement, although many other companies have
followed the value practice voluntarily. The option to carry
these securities at cost is not available under this guide
(Chapter 2 ).
2. Presentation of realized and unrealized gain (loss) on security
transactions (and the combined total thereof) as an integral
part of a Statement of Operations, which replaces the State
ment of Income (Chapter 7 ).
3. Acceptability of a Statement of Net Assets in lieu of a Bal
ance Sheet or Statement of Assets and Liabilities ( Chapter 7 ).
4. Presentation of a Statement of Changes in Net Assets for two
years (Chapter 7 ).
5. Presentation of Supplementary Information concerning pershare data and other pertinent operating statistics (Chap
ter 7 ).
6. Revision of the wording of the auditor’s report in several
situations, including reporting on internal accounting controls
in Form N-1R (Chapter 8 ).
7. Recommendation by the Committee for continued experimen
tation for improving the way in which the most meaningful
financial and operational information can be presented to the
investor (Chapter 2 ).
The Accounting Principles Board previously has indicated
approval of a statement that the basic postulates and the broad
principles of accounting comprehended in the term generally ac
cepted accounting principles pertain to business enterprises in
general, and these enterprises include investment companies.
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While this guide contains certain suggested auditing proced
ures, detailed audit programs and internal control questionnaires
have not been included herein. The guide does not describe all
of the auditing procedures necessary to perform an examination
in accordance with generally accepted auditing standards. This
publication is only a guide in determining the scope of the work
for each individual audit. It is not intended to limit or supplant
individual judgment, initiative, imagination, and vigilance. Pro
grams for each audit should be designed to meet the requirements
of the particular situation, giving careful consideration to the
size and type of organization and the adequacy of internal con
trol; this is a matter which can be determined only by the exer
cise of professional judgment in the light of circumstances present
in a particular case.
Effective Date
As mentioned previously, the accounting and reporting prac
tices recommended in the guide differ, in some instances, from
those presently followed by all or some parts of the industry.
Accordingly, it is the considered opinion of the Committee that,
for fiscal periods beginning after December 31, 1973, the financial
statements of investment companies, as defined in Chapter 1,
should conform to the recommended accounting and reporting
practices as set forth herein. Earlier adoption of the recommen
dations is encouraged.
Implementation
The effect of accounting changes resulting from the implemen
tation of this audit guide should be reported as prior period ad
justments, which, as stated in paragraph 18 of APB Opinion
No. 9, “Reporting the Results of Operations,”
. . . should, in single period statements, be reflected as adjust
ments of the opening balance of retained earnings. When com
parative statements are presented, corresponding adjustments
should be made of the amounts of net income (and the compon
ents thereof) . . . for all of the periods reported therein, to reflect
the retroactive application of the prior period adjustments.
Initial recognition of unrealized appreciation on investment se
curities, for instance, would result in the creation of a new
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“surplus” account at the “opening” date and the reporting of
changes therein for all periods being reported upon.
Acknowledgments
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Chapter I

The Investment Company Industry
The business of an investment company consists of selling its
capital shares to the public, investing the proceeds—for the most
part in securities—in a manner seeking to achieve its announced
investment objectives, and distributing to its shareholders the
net income from, and the net gains realized on sales of, its invest
ments. Generally, an investment company can be said to be a
pooling of funds by shareholders to avail themselves of profes
sional investment management.
Types of Investment Companies
Within the umbrella of the above general definition fall many
forms of investment companies, including management invest
ment companies, face-amount certificate companies, unit invest
ment trusts, collective trust funds, investment partnerships, and
“offshore funds.”1 Management investment companies include
both open-end (mutual funds) and closed-end companies and
exchange, dual purpose, hedge, and other special purpose funds,
venture capital investment companies, and small business invest
ment companies (S B IC s). 1
1 See Glossary for these and other specialized terms.
1

This guide has been written primarily for the guidance of
auditors of mutual funds and closed-end companies registered
with the Securities and Exchange Commission (the Commission)
under the Investment Company Act of 1940, as amended2 (the
1940 A ct), although the accounting principles and auditing pro
cedures set forth herein apply in general to all investment com
panies investing in securities.
It should be noted that, while venture capital companies (in
cluding SBIC s) vary in many respects from other investment
companies, the provisions of this guide generally apply. For a
more detailed discussion of venture capital companies, see Ap
pendix E.
Although separate accounts of life insurance companies fund
ing variable annuity contracts which are registered under the
Investment Company Act of 1940 are not specifically covered
by this guide, the auditor of such accounts should find the dis
cussions herein informative and helpful, especially the discussion
on valuation of securities in Chapter 3. In addition, the auditor
should be familiar with accounting practices in general use
within the life insurance industry.3
History
In 1868, the concept of investment companies arose in England
when the Foreign and Colonial Government Trust was formed
in London. Since it did not engage in financing or banking oper
ations, and its purpose was to provide the investor of moderate
means the same advantages as those of more affluent investors
(i.e., diminishing the risks and at the same time taking advantage
of investing by spreading investments over a number of different
securities), this can be called one of the first investment com
panies. Massachusetts Investors Trust, the first mutual fund as
we know them today, was organized in 1924. SBICs came into
existence following enactment of the Small Business Investment
Act of 1958 (the 1958 A ct).
The investment company industry has changed dramatically
since its origin. Initially, the business was characterized by one2 Investment Company Amendments Act of 1970.
3 See Audits of Stock Life Insurance Companies (New York: AICPA,
1972).
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or two-man managements, relatively simple investment tech
niques, and rudimentary sales practices. Today these character
istics are outmoded, investment techniques have become more
sophisticated, and selling practices more creative and aggressive.
The industry has attracted insurance companies, conglomerates,
banks, and others. For all its attractiveness as an area of prac
tice, the auditor should be aware that the investment company
industry is, in reality, highly specialized, intensely competitive,
and subject to specific governmental regulation, special tax treat
ment, and public scrutiny. Accordingly, it is essential that the
auditor, before undertaking an investment company audit, be
come thoroughly familiar with the industry, its language, oper
ating techniques, regulation, and thrust of current and past liti
gation and legislation.
Definition and Classification
“Mutual fund” is the popular name for what the 1940 Act
defines as an “open-end management investment company.”
“Open-end” means that it stands ready at any time to redeem
its outstanding shares at current net asset value. Normally, there
is no trading market for shares of an open-end company. While
it is not required to offer its shares for sale to the public on a
continuous basis, most open-end companies do. The “offering
price” of the shares of most mutual funds represents net assets
(excess of assets, with investments stated at value, over liabil
ities) divided by the number of shares outstanding; the result
ing per-share net asset value may be increased by a sales charge
or "load” that provides commissions to the underwriter and
dealer. Funds which sell shares at net asset value without any
sales charge are referred to as “no-load” funds. Some funds may
charge a premium on redemptions, but generally shares are
redeemed at net asset value.
A “closed-end management investment company” does not
stand ready to redeem its outstanding capital shares but may
offer its shares to the public at its discretion; however, this is
usually limited on a continuing basis to reinvestment of capital
gains distributions. Its outstanding shares are traded on the open
market at prices established by supply and demand, although
the market prices are influenced by the company’s net asset value
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(with investments valued on the same basis as that of mutual
funds), which usually is reported on a regular basis in financial
publications.
Investment companies can be classified4 as diversified or nondiversified and further, depending upon their primary invest
ment objective, into groups such as income, growth, balanced,
or various combinations thereof. Income funds usually invest in
high-yield common and preferred stocks and debt securities,
since their prime aim is to maximize income. Growth funds in
vest mostly or entirely in stocks with anticipated above-average
appreciation potential. Balanced funds emphasize growth and
income, together with safety, by spreading their investments
widely among common and preferred stocks and debt securities.
Closed-end investment companies, as mentioned above, include
venture capital investment companies and SBICs. A venture
capital investment company is a closed-end company whose
primary investment objective is capital growth and whose capital
is invested at above-average risk to form or develop companies
with new ideas, products, or processes. SBICs are corporations
which provide equity capital and/or long-term loans to small
businesses, are licensed by the Small Business Administration
under the 1958 Act, and may also be registered under the 1940
Act or be subsidiaries of a 1940 Act company. An SBIC may be
a venture capital company or a finance company, depending
on its business purpose and objectives. It may obtain financing
from the federal government in the form of subordinated deben
tures, based on the amount of its equity capital and the amount
of its funds invested in venture-type investments.
A unit investment trust is an investment company organized
under a trust indenture or similar instrument, which has no
board of directors and issues only redeemable securities, each
of which represents an individual interest in a unit of specified
securities. Earlier unit investment trusts invested in a specified
list of securities, but those formed more recently (in the last 15
or 20 years) generally invest in municipal bonds or securities
of a single issuer, usually shares of a particular mutual fund.
The latter are formalized methods of accumulating mutual fund
shares under a periodic payment plan or a single payment plan.
4 Section 5(b) of the 1940 Act.
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Such unit investment trusts are commonly known as contractual
plans. For a further discussion of unit investment trusts, see
Appendix D.

Organizations Providing Services
to Investment Companies
Most mutual funds and many closed-end companies, being
merely pools of funds, have no employees and are provided ser
vices by other entities, such as an investment adviser (manager),
a principal underwriter (distributor), a custodian, and a transfer
agent. The manager and distributor are usually affiliated, with
the distributor function being performed by a separate division
or subsidiary company of the manager corporation.
The manager generally provides investment advice, research,
and certain administrative services in return for an annual fee
under a contract usually based upon a percentage of specified
average net assets. Some companies have fee schedules pro
viding for a reduced percentage rate when the net assets of the
company exceed certain limits. Other companies utilize perform
ance fee schedules which provide for a basic fee percentage plus
a bonus (or less a penalty) if the company’s performance ex
ceeds ( or fails to equal) changes in a market index specified in
the investment advisory agreement. When a performance fee
schedule is utilized, the potential bonus for performance better
than the index must be matched by an equivalent potential pen
alty for poor performance.5 The investment advisory contract
must be approved by a majority of the directors who are not
“interested persons” as defined by the 1940 Act and by a majority
of the fund’s stockholders prior to its becoming effective. The
contract cannot continue in effect for more than two years,
unless each annual continuance has been specifically approved
prior to the expiration date by a majority of the directors who
are not “interested persons.”6
The distributor performs the selling function for the fund as
either an agent or a principal (see Chapter 4 ). It sells shares

5 Release No. 7484 under the 1940 Act.
6 Sections 2(a) (19), 15(a) and 15(c) of the 1940 Act.
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either as a wholesaler through independent dealers or as a retailer
through its own sales network. Sales are made at net asset value,
usually plus a sales charge (load) from which the underwriter
and dealers’ commissions are paid. The size of the sales charge is
subject to regulation by the National Association of Securities
Dealers (NASD). A no-load fund may or may not have a dis
tributor. Requirements for approval of a distributor’s contract are
similar to those for the investment adviser, as described above.
Except for the rare instance where an investment company
retains custody of its own securities, custody of the company’s
cash and portfolio securities is entrusted to a bank (or less fre
quently to a member of a national securities exchange), which
is held responsible for their receipt, delivery, and safekeeping.
Custody arrangements and the auditor’s responsibilities relating
thereto are discussed in greater detail in Chapter 3.
Issuing, transferring, redeeming, and accounting for capital
shares of a mutual fund are usually done by a fund-appointed
agent, commonly called a transfer agent, which may be a bank
ing institution or a private company, although in some instances
the manager, distributor, or other related party performs these
functions. Further discussion of these functions is found in Chap
ter 4.
Thus it can be seen that the major functions which may be
performed by organizations other than the investment company
are portfolio management, sales of shares and administration,
record keeping and custodianship. No one function is any less
significant than any other. The auditor is often called upon for
accounting advice and other assistance in the administrative and
record-keeping areas. It should be emphasized that the respon
sibility for the maintenance and reliability of accounting records
and the accuracy of financial reports rests with the officers and
directors of the company. Often a company will appoint a com
mittee of "unaffiliated” directors to meet with the independent
auditor from time to time. Such an audit committee can be of
use to the directors in fulfilling their responsibilities.7 However,
the use of agents for the performance of accounting or other
administrative functions does not relieve the officers and directors

7 Accounting Series Release No. 123 (see Glossary).
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of an investment company from the responsibility for fairness
of financial reporting.

Legislation
During the 1960s and 1970s, the Securities and Exchange
Commission initiated several investigations into the securities
industry, and the investment company industry did not escape
this scrutiny. In 1962, the Commission sponsored “A Study of
Mutual Funds” (commonly known as the “Wharton School Re
port” ) covering major aspects of open-end companies, including
their growth, organization and control, investment policy, per
formance, impact on securities markets, and relationships of such
investment companies with investment advisers and principal
underwriters.
Another notable example of a report resulting from Commis
sion investigations is the report of the Commission made in 1966
to Congress on the “Public Policy Implications of Investment
Company Growth.” This report focused its attention primarily
on the areas where the growth of mutual funds provoked ques
tions as to the adequacy of the then-current regulatory controls.
The report discussed the management function and its cost, allo
cation of mutual fund portfolio brokerage, and affiliations between
investment companies and brokers who carried out securities
transactions for the companies, evaluated mutual fund sales
charges and their fairness, examined the relationship between
mutual funds, considered size and performance, considered the
impact of mutual fund growth and the increasing importance of
other institutional investors on the securities markets, and dis
cussed questions relating to investment company relations with
portfolio companies and similar matters.
Other significant reports issued by the Commission include
its disclosure policy study of 1969 (the Wheat Report), the “In
stitutional Investor Study Report” submitted to Congress in 1971,
and the “Policy Statement on Future Structure of the Securities
Markets” issued in 1972. The Institutional Investor Study Report
was an economic study of institutional investors and their effects
on the securities markets, issuers of securities and the investing
public. The Policy Statement proposed creation of a “central
market system,” a system of communication tying together the
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various elements of the marketplace with a set of rules outlining
the relationships of all participants.
Regulation
In general, any investment company whose outstanding secu
rities, other than short-term paper, are beneficially owned by more
than 100 persons (including the number of beneficial security
holders of any company owning 10 percent or more of the voting
securities of the investment company) or which is making, or
proposes to make, a public offering of its securities, is required
to register with the Securities and Exchange Commission under
the 1940 Act.8 Prior to offering its capital shares for sale to the
public, the investment company must also register those secu
rities under the Securities Act of 1933 and register with various
state securities commissions. After registration with the Com
mission under both Acts, the company is required to report peri
odically to its shareholders and to the Commission. Accordingly,
it is essential for auditors of investment companies to familiarize
themselves with the following:
1. Securities Act o f 1933, which is often referred to as the “dis
closure act,” governs prospectuses and similar documents and
is intended to assure that potential investors receive adequate
information to make reasonably informed investment deci
sions.
2. Securities Exchange Act o f 1934, which regulates securities
brokers and dealers, stock exchanges, and the trading of se
curities in the securities markets. The principal underwriter
of the fund’s shares, often called the “distributor,” must reg
ister under this Act as a broker/dealer. It, together with the
1940 Act, also governs disclosures in proxy material used to
solicit the votes of shareholders of investment companies.
3. Investment Company Act o f 1940, which is designed speci
fically for the investment company industry and provides
rules or regulations governing fiduciary duties and other
responsibilities of investment company management.

8 Section 3 of the 1940 Act.
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4. Investment Advisers Act o f 1940, which requires registration
of persons who, for compensation, render investment advice
to individuals or institutions, including investment companies,
and regulates their conduct and contracts.
5. Small Business Investment Act o f 1958, which authorizes the
Small Business Administration to provide government funds
under regulated conditions to small business investment com
panies licensed under the Act.
6. “Blue Sky Laws,” which are state statutes regulating the
offering or sale of corporate or other securities, and the activ
ities of securities brokers and dealers and investment advisers
within the respective states.
7. Securities and Exchange Commission “Statement o f Policy,”
which establishes standards of uniformity and clarity as to
charts, statistics, advertising, and sales literature used by
investment companies and their distributors.
The federal securities laws are supplemented by formal rules
and regulations, and the Commission also issues a variety of
other releases and statements, including its Accounting Series
Releases and releases under the 1933, 1934, and both 1940 Acts.
Many of these are pertinent to the investment company industry
and of particular interest to the auditor. The auditor should
obtain and study carefully the Commission registration and re
porting forms. The forms give a flavor of the type of information
that has to be made available to the public, the restrictions im
posed upon operations, the most applicable statutory provisions,
and the statistics that need to be accumulated and maintained.
These forms include the following:1
1. Form N-8A, the notification of registration form under the
1940 Act, sets forth the name and address of the company
and certain other general information. After the filing of this
quite brief form, an investment company is registered under
the 1940 Act and becomes subject to all of its requirements
and standards. There are no audit requirements to this form.
2. Form N-8B-1, the registration statement for open-end and
closed-end companies under the 1940 Act, describes in detail
the company’s objectives, policies, management, investment
restrictions and similar matters and requires audited financial
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statements which often present only initial financing ar
rangements.
3. Form S-5, the registration statement which registers the secu
rities to be offered under the Securities Act of 1933 for openend funds, consists principally of the “prospectus” and de
scribes the fund’s objectives, policies, management, invest
ment restrictions, and other data as set forth in Form N-8B-1,
including audited financial statements. ( Form S-4 is the com
parable registration statement for a closed-end company.)
4. Form N-1Q, the calendar quarterly report of management
investment companies to the Commission under the 1940
Act is intended to update Form N-8B-1 for significant events
occurring within the preceding quarter and to provide in
formation on quarterly purchases, sales, and holdings of indi
vidual portfolio securities. There are no audit requirements
to this form.
5. Form N-1R, the annual report of management investment
companies to the Commission under the 1940 Act, is intended
to update the information contained in Form N-8B-1, to pro
vide additional current material, and to demonstrate compli
ance with the 1940 Act. Form N-1R contains audited financial
statements and has a number of responses which must be
subjected to a compliance examination by the independent
accountant; specific reporting thereon is required and, in addi
tion, the auditor must comment on his review of the account
ing system and the system of internal accounting control.
Some of these aspects which affect the auditor are discussed
in “Compliance Examination,” page 12.
6. Form N-5, the registration statement for closed-end compan
ies which are also licensed under the Small Business Invest
ment Act of 1958 as small business investment companies
is a dual purpose form, registering an SBIC under both the
1933 Act and the 1940 Act. It contains the same type of
information and audited financial statements as are required
by Forms N-8B-1, S-4 and S-5 for management investment
companies.
7. Form N-5R, the annual report to the Commission under the
1940 Act for small business investment companies. The certi
fied financial statements required by this form include a
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copy of the annual financial report filed with the Small Bus
iness Administration under the 1958 Act (Form 468).
There are other forms pertinent only to unit investment trusts
(Forms N-8B-2, S-6, N-30A-2) and face-amount certificate com
panies (Form N-8B-4) as well as other forms for special situ
ations. The content of these forms and instructions relative to
them should be studied by auditors of these specialized types
of investment companies. This guide does not deal further with
reporting problems peculiar to these specialized companies.
Information included in a currently effective prospectus must
be updated for significant events occurring since the effective
date. Prospectuses of mutual funds currently offering their shares
for sale generally are updated at least annually. Amendments,
including updated audited financial statements, must be filed
and be declared effective within 16 months after the end of the
period covered by the old audited financial statements if the
fund is to continue making an offering of its shares.
Registration statements and reports filed for open-end and
closed-end companies (other than SBIC s) on the various forms
require condensed financial information of the companies which
is substantially different from that in other industries. This infor
mation, entitled “Per-Share Income and Capital Changes,” re
quires information including net asset value, income, expenses,
dividends, realized and unrealized gains and capital gain distri
butions, presented on a per-share basis, in most cases for the
preceding ten years in registration statements and for the current
year in annual reports filed with the Commission. Instructions to
Forms N-8B-1 and N-1R describe specifically how these per-share
figures should be calculated.
The financial statements required in registration statements
consist principally of a balance sheet including a portfolio of
investments (in an initial filing as of a date within 90 days of
the date of fili n g the registration statement) and statements of
income, realized gain or loss on investments and unrealized
appreciation or depreciation of investments, surplus, and changes
in net assets for the three full years immediately preceding the
date of registration. The form and content of financial statements
filed with the Commission is governed by Regulation S-X, Article
6 of which deals specifically with investment companies (Article
5 for SB IC s).
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Stockholder Reporting
The 1940 Act and the related rules and regulations thereunder9
specify the financial statements and timing of reports required
to be submitted to stockholders and to the Commission. Reports
containing financial statements (frequently audited) must be
submitted, at least semiannually, to stockholders and to the Com
mission; annual reports must contain audited financial statements.
These reports must include the following:
1.
2.
3.
4.

A
A
A
A

balance sheet.
portfolio of investments in securities.
statement of income and expense.
statement of surplus.

An investment company may (and most do) include, in lieu
of the balance sheet and the statement of surplus, (a ) a state
ment of assets, liabilities, and net assets and (b ) a statement of
changes in net assets.
Compliance Examination
Form N-1R contains a number of responses required to be
reported upon by the independent accountant. Certain of these
items, including condensed financial information, issuance and
redemption of securities, monthly sales of shares, etc., are of a
statistical nature and are easily susceptible to audit techniques.
Information as to certain other items such as underwriting com
mitments, services provided by the investment adviser, and the
time lapse between sale of shares and receipt of proceeds are
not necessarily of a statistical or financial nature and require
extensions of audit procedures beyond the scope of a normal ex
amination of financial statements.
The accountant’s examination must, to the extent considered
necessary in determining the scope of his examination, include
a review of the accounting system and the system of internal
accounting control, including that of outside agents (custodian,
transfer, shareholder accounting—see Chapters 3 and 4 ). Based
on that review, the accountant is required to set forth in his
9 Section 30 of the 1940 Act and rules thereunder.
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report included in Form N-1R comments upon any conditions
which he believes are material weaknesses in the system and
shall indicate any corrective action taken or proposed. See
Chapter 6 for further discussion on Form N-1R requirements.
Accounting Rules
Rules under the 1940 Act prescribe the accounting records
that an investment company must maintain and the periods for
which they must be maintained.10 These rules require mainte
nance of journals, general and auxiliary ledgers, and memorandum
records, which are subjected from time to time to periodic and
special examinations by representatives of the Commission.
The 1934 Act specifies the records that must be maintained
by the principal underwriter for the fund, the period for which
the records must be preserved, and the reports which must be
filed by the principal underwriter with the Commission.11 The
records are subject to examination by representatives of the
Commission. Each principal underwriter is required ( as are
other broker/dealers) to file, once during each calendar year,
a report on financial condition which must be accompanied by
a report of an independent accountant. The Commission has
specified certain minimum audit requirements which must be
followed by the independent accountant in conducting his exam
ination. His report also must include comments upon any con
ditions believed to be material weaknesses found to exist in the
accounting system, the internal accounting controls and pro
cedures for safeguarding securities, and the practices and pro
cedures employed quarterly in counting or accounting for secu
rities and resolving securities differences, and must indicate
any corrective action taken or proposed. The independent ac
countant should refer to the AICPA publication, Audits o f Brok
ers and Dealers in Securities , for further discussion of this topic.
Other Rules
The 1940 Act defines current net asset value for use in com
puting periodically (usually daily) the redemption price and
10 Rule 31a-1 of the 1940 Act.
11 Rules 17a-4 and 17a-5 of the 1934 Act.
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the public offering price of the fund’s shares.12 This rule illus
trates the need for care in accounting, since the offering and
redemption prices are determined by the balances of the asset,
liability, and capital accounts. See Chapter 6 for a more detailed
discussion of net asset value computation.
The 1940 Act specifies the type of notice to stockholders that
must accompany distributions from sources other than accumu
lated undistributed net investment income, describing the source
of such distributions.13 This notice must clearly indicate what
portion of the payment (per share of outstanding capital stock)
is made from (1 ) net income or accumulated undistributed net
income, (2 ) realized gains or accumulated undistributed net
gains on the sale of securities, and (3 ) paid-in surplus or other
capital sources.
The 1940 Act requires that the independent accountant report
ing on financial statements of management investment companies
must be selected by a majority of those members of the board
of directors who are not “interested persons” at a meeting held
within 30 days before or after the beginning of the fiscal year or
before the annual meeting of stockholders in that year. The
directors’ selection must be submitted for ratification at the next
succeeding annual meeting of stockholders. Any vacancy occur
ring between annual meetings due to the death or resignation of
the independent accountant may be filled by the appointee of
the disinterested directors.14

12 Rule 2a-4 of the 1940 Act.
13 Section 19 and Rule 19-1 of the 1940 Act.
14Section 32(a)(2) of the 1940 Act.
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Chapter 2

Introduction to Accounting Policies and
Reports of Investment Companies
The accounting policies followed by investment companies
emanate from their role as a conduit for investors interested in
investing funds as a group in the securities of business enter
prises operated by others. As indicated earlier, accounting poli
cies and the form and content of financial statements of invest
ment companies are influenced to a great degree by the rules
and regulations of the Securities and Exchange Commission and
the Small Business Administration issued under the various
Acts they administer.
Valuation of Securities
Values of securities held by investment companies are as
important to the investor as the investment income earned and
the gains and losses realized from security transactions. For this
reason the general practice in the investment company industry
is to disclose, in one form or another, valuation of securities at
quoted market values or, in the absence of quoted values, at
fair values determined by the directors in good faith. Under the
1940 Act, open-end management investment companies are re
quired to report their securities at value while closed-end man
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agement investment companies may elect to report their securi
ties at value (as most do) or at cost with value shown paren
thetically. On the other hand, under the policies and regulations
of the Small Business Administration, small business investment
companies must report their securities at the lesser of cost or
estimated realizable value and disclose value parenthetically.
(W hile such accounting is required for reports to regulatory
authorities at this time, it is to be hoped that this requirement
will be revised by the Small Business Administration to bring
the accounting principles for SBICs into agreement with other
types of investment companies. For an example of an auditor’s
report on financial statements of an SBIC presented at the lesser
of cost or value, see Chapter 8.)
In general, all investment companies should report their security
investments at value. In certain cases the type of investment
may complicate the determination of value. Specifically, as to
venture-type investments (that is, investments in closely held,
immature, and often illiquid companies, most of whom have
net yet gone public but expect to do so in the future) which
are usually made by venture capital closed-end companies (in
cluding SBICs, whether registered under the 1940 Act or not),
there are a number of factors which should be considered. For
instance, while the investor in other securities is usually passive,
investors in venture situations in essence become financial part
ners in their “venture.” Their involvement does not cease with
the investment and subsequent market action, but rather con
templates a working relationship between the investor and the
investee. Also, venture-type investments are made by providing
funds directly to the venture, rather than by purchasing securi
ties in the marketplace. Investments are often made in packages
(combinations of debt, convertible issues, warrants, preferred
and common shares) and involve rights not normally associated
with traditional securities (rights of inspection, attendance at
board meetings, first refusals on financings, etc.). In addition,
because the initial investment position is often modified as
time passes, considerable complexity is introduced into the pro
cess of recognizing gain or loss on disposition of specific securi
ties and valuation of the portfolio. For these and other reasons,
cost may be the most appropriate measure of value of venturetype securities, but only until there is evidence that value is
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other than cost. Such evidence may be developed by reference
to various factors which are used in valuing securities in good
faith, as discussed on page 35 in Chapter 3.
Effective Date of Transactions
In order to include in financial reports the effect of all securi
ties trades entered into by or for the account of the investment
company, the established practice in accounting for security
purchases and sales is to record the transactions on the trade
date1 (date on which securities are purchased or sold), rather
than the settlement date (date on which securities are to be
delivered and paid for, the practice generally followed by securi
ties brokers and dealers). Similarly, investment companies record
dividend income on the ex-dividend date, rather than on the
record or payable date, because that is the date on which the
quoted market price of listed securities excludes the dividend
declared. Also, distributions to shareholders by investment com
panies are not recorded by the investment company on the
declaration date as they are by ordinary corporations, but on
the ex-dividend or ex-distribution date, in order to show prop
erly the shareholders’ equity in net assets, especially on the
per-share basis reported to the public.
Equalization Theory
An accounting practice unique to investment companies is
the equalization theory followed by certain open-end manage
ment investment companies. The theory was adopted in the
1930s in an attempt to keep the continuing shareholder “whole”
as to his rights in undistributed income by applying a portion
of the proceeds from sales and costs of repurchases of capital
shares (equivalent to the amount on a per-share basis of dis
tributable net investment income on the date of the transaction
—through equalization credits or debits) to undistributed income.
This theory states that the net asset value of each share of
capital stock sold or repurchased is composed of par value of
the stock, undistributed net investment income, and the remain-1*

1 Rule 2a-4 of the 1940 Act. See also “Net Asset Value Computation,"
page 74.
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der, paid-in and other surplus. On dates on which shares are
sold or repurchased, the investment company establishes the
amount of undistributed net investment income available for
distribution to its shareholders and, based on the number of
shares outstanding, determines the amount associated with each
share. On sales of shares, the per-share amount so determined is
credited to the equalization account and on repurchases of shares,
such amount is charged to the equalization account. To illustrate
the manner in which equalization is applied, assume that an
investment company has 1,000,000 shares outstanding and net
assets of $7,500,000 composed of $1,000,000 representing par value
of outstanding capital stock, $4,000,000 of paid-in surplus,
$1,000,000 of undistributed net realized gains from security trans
actions, $1,000,000 of unrealized appreciation of investments, and
$500,000 of undistributed net investment income. The investment
company will receive $7.50 for each share sold and will account
for such proceeds by crediting $1.00 to capital stock, $6.00 to
paid-in surplus, and $.50 to the equalization account ($500,000
of undistributed net investment income divided by 1,000,000
shares). For any shares repurchased on that same date, the same
amounts would be charged to the equalization account, capital
stock, and paid-in surplus, respectively. Accordingly, regardless
of the volume of shares sold or repurchased, the equalization
theory permits each share of capital stock to retain the same
per-share amount of undistributed net investment income it
earned or acquired.
On the other hand, where equalization is not applied, the
per-share equity of each shareholder in undistributed income
fluctuates as the number of shares outstanding increases or
decreases. Using the same example cited in the preceding para
graph, the per-share equity in undistributed net investment in
come would fall from $.50 to $.40 if 250,000 additional shares
of capital stock were sold and conversely would rise to $.55 if
100,000 shares were repurchased. However, it should be recog
nized that equalization accounting will not have a significant
effect on the amount of undistributed net investment income
unless the investment company experiences significant changes
in outstanding shares.
Equalization of undistributed income but not of losses nor of
undistributed realized gains or losses from security transactions
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is considered an acceptable practice. In principle, net equaliza
tion credits should be distributed to shareholders.
Taxes
Investment companies that qualify under Subchapter M of
the Internal Revenue Code and distribute all their investment
company taxable income and taxable realized gains from security
transactions are relieved of federal income taxes. Accordingly,
such qualified companies need not provide for current or defer
red federal income taxes on investment income, realized gains
on security transactions, or unrealized appreciation of invest
ments. In those instances where such qualified companies do not
distribute all realized long-term gain on security transactions
but elect to pay the federal income tax on such gains for the ac
count of their shareholders, the liability and the related “deemed”
distribution are recorded at the end of the last day of the invest
ment company’s taxable year ( and not earlier) since only share
holders of record at that date are entitled to the credit for taxes
paid by the investment company on their behalf.2
State, local, and foreign taxes, where appropriate, are provided
on the accrual basis, including, if material in relation to net
assets, deferred state, local and foreign taxes on the unrealized
appreciation of investments.3
If a company is not qualified under Subchapter M of the
Internal Revenue Code, in addition to federal income taxes on
net investment income and realized gains or losses on invest
ments, provision for deferred federal income taxes on unrealized
appreciation ( or depreciation where appropriate) of investments
ordinarily would be required.
Financial Statements
Because of the emphasis on reporting net asset value, the finan
cial statements of investment companies are quite different from
those of companies in other industries. Financial statements that
traditionally have been issued by investment companies include,
2 Accounting Series Release No. 114 of the Securities and Exchange
Commission and Section 852 of the Internal Revenue Code.
3 APB Opinion No. 11, “Accounting for Income Taxes.”
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in varying combinations, a statement of assets and liabilities,
balance sheet, statement of investment income and expense,
statement of realized gain or loss on investments, statement of
unrealized appreciation or depreciation of investments, state
ment of income, surplus statement, statement of changes in net
assets, and statement of sources of net assets. In the interest of
comparable reporting format by companies of a similar type,
the presentation of the following three financial statements
should give sufficient financial information to shareholders and
other interested parties provided the statements disclose the in
formation covered here and more fully discussed and illustrated
in Chapter 7 of this guide.

Statement o f Assets and Liabilities. In lieu of the conven
tional balance sheet, most investment companies present a state
ment which lists the assets, including an accompanying detailed
listing of investments in securities at value, deducts liabilities,
and arrives at “net assets” (comprising accumulated net pro
ceeds of capital shares sold, less cost of shares repurchased,
undistributed investment income, undistributed realized gains
and losses from security transactions, and unrealized apprecia
tion or depreciation of investments). This statement should also
show the number of capital shares and the net asset value for
each capital share outstanding at the close of the period.
The portfolio of investments in securities should list the secu
rities at the close of the period by major classifications, such as
(1 ) by investments in common stocks, preferred stocks, con
vertible issues, United States Government and Agency obliga
tions (except short-term money market instruments), other in
vestment companies, short-term portfolio investments, and other
securities; (2 ) by equity securities and debt securities; (3 ) by
securities held within industry groups; or (4 ) by a combination
of these classifications. Venture capital companies and SBICs
may prefer to list all securities of an individual issuer together.
The portfolio should list each security issue with the number
of shares or principal amount of the securities and value,4 with
cost shown parenthetically for each separate category, such as
common stocks, preferred stocks, etc. or for industry groups, as
4 Rule 12-19 of Regulation S-X and Rule 30d-1(c) (2) of the 1940 Act.
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may be appropriate under the circumstances. Short-term port
folio investments should be summarized by issuer and by ranges
of maturity dates. Short-term securities held as temporary utili
zation of cash (for planned distribution to shareholders, pay
ment of liabilities, etc.) may be separately classified in the
statement as other than portfolio securities.
The basis for determining the value of the securities should
be disclosed in a note to the financial statements or in a separate
statement of significant accounting policies. Investments in re
stricted securities and in affiliated companies require special
disclosure in the portfolio of investments and specific informa
tion in notes to the financial statements concerning method of
valuation.
As indicated on page 106, a Statement of Net Assets, is an
acceptable alternative method of presenting the statement of
assets and liabilities and portfolio of investments.

Statement o f Operations. This statement should present the
results of all of the investment activities of the company by
reporting separately net investment income or loss and the com
bination of realized gain (loss) from security transactions and
change in unrealized appreciation or depreciation of investments.
Statement o f Changes in Net Assets. This statement should
present information generally shown in statements of share
holders’ equity and changes in financial position in conventional
financial statements, by summarizing, separately, the changes
resulting from investment activities and those from capital share
transactions.
In addition to the above financial statements, registered invest
ment companies are required to file reports with governmental
agencies furnishing information concerning compliance with pro
visions and related rules and regulations of the 1940 Act and
the Small Business Investment Act. Chapters 1 and 6 deal more
specifically with certain aspects of such compliance reporting.
The continuing challenges of producing meaningful informa
tion to the investor include the need for ongoing study and
research into methods of reporting on such operations of the
investment company as investment performance, operating effi
ciency and portfolio activity. Some of these aspects of the invest
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ment company’s operations are included in the reporting cov
ered in this guide. However, experimentation in other directions
should be encouraged. For instance, information as to perform
ance of individual securities during the period might be helpful,
such as disclosure of those securities whose aggregate realized
gain or loss and change in unrealized appreciation or deprecia
tion have exceeded a stated percentage of net assets, or identi
fication of those securities which have been the major contrib
utors to both increases and decreases in net assets. Investment
companies are encouraged to develop such reporting techniques.
0

0

0

0

0

The operations of investment companies center on four prin
cipal areas:
1. Security transactions and related investment income.
2. Capital share transactions and distributions to shareholders.
3. Tax considerations.
4. Other aspects and accounts peculiar to investment companies.
In the next four chapters the operations, controls, and account
ing principles and the auditing procedures considered appro
priate for each of these areas will be covered in a manner that
will focus on the independent auditors responsibility for dis
closure in and reporting on the financial statements and other
reports of investment companies.
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Chapter 3

Investment Accounts
Portfolio securities represent the most significant asset group
in the statement of assets and liabilities of an investment com
pany, typically accounting for all but a small part of the com
pany's assets. Dividends, interest, realized gains or losses on
the disposition of investments, and changes in unrealized appre
ciation or depreciation of investments result from such holdings.

OPERATIONS, C O N T R O LS, AND
A C C O U N T IN G PRINCIPLES
Investment Objectives and Policies
The composition of the investment portfolio varies from one
investment company to another as it is primarily a function of
the basic investment objectives and the particular market strat
egy used to achieve such objectives. As indicated in Chapter 1,
such objectives may emphasize capital appreciation (grow th),
a balance between appreciation and income, or the maximizing
of current income. In addition, the portfolio may be widely
diversified or specialized as to industry, in each case reflecting
various degrees of risk.
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The basic investment objectives adopted by management as
well as the related techniques to achieve them are disclosed in
appropriate documents such as the charter or partnership agree
ment, the registration statement, prospectus, or offering circular.
This is accomplished by specifying investment limitations which,
typically, may include the permissible degree of concentration
of investments in particular industries, limitations, or outright
prohibitions with regard to the purchase and sale of real estate,
commodities or commodity contracts, other non-security invest
ments, investments in unregistered securities, short sales of secu
rities, the underwriting of securities of other issuers, the acqui
sition of securities of other investment companies, or the use
of leveraging techniques such as margin accounts, bank borrow
ing and writing or investing in options.
The company may also specify the types of securities (such
as bonds, preferred stocks, convertible issues, common stocks,
warrants, or options) in which it may invest and the proportion
of total assets that may be represented by each type of security.
Similarly, limitations generally are specified as to the percentage
of its assets the company may invest in the securities of any
one issuer, the percentage of voting securities of any one issuer
it may acquire and investments in companies for the pur
pose of exercising control over management. On occasion, man
agement may choose to limit portfolio turnover. To the extent
that the company chooses to make any of the foregoing limita
tions a matter of fundamental policy, shareholders’ approval
usually would be required to bring about any changes in such
provisions. Section 13 of the 1940 Act requires such approval.
Federal Income Tax Provisions
Affecting Investment Accounts
Investment companies which elect to qualify as regulated
investment companies under Subchapter M of the Internal Rev
enue Code must meet the various requirements set forth more
fully in Chapter 5. In considering investment policies, it should
be borne in mind that Subchapter M provides that:1
(1 ) a regulated investment company must meet certain diversi
fication requirements as to its total assets as of the close
of each quarter of its taxable year,
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(2 ) it must derive at least 90 percent of its gross income from
dividends, interest, and gains from the sale or other disposi
tion of securities, excluding capital losses, and
(3 ) less than 30 percent of its gross income must be derived
from the sale or other disposition of securities held for less
than three months.
See Chapter 5, “Taxes,” for information concerning special con
sideration given to venture capital companies under the Internal
Revenue Code.
Record-Keeping Requirements Related
to Investment Activity
As mentioned briefly in Chapter 1, under the 1940 Act1 there
are minimum accounting records that registered investment com
panies are required to maintain. These basic investment records
(which are desirable for all investment companies) are as follows:
1. Journals or other records of original entry containing an
itemized daily record of all purchases and sales of securities,
their receipt and/or delivery, and the collection and/or dis
bursement of cash relating to such transactions.
2. A securities record or ledger showing separately for each
portfolio item, as of the trade date, the quantity, unit, and
aggregate price for each purchase and sale. (As discussed
later in this chapter, such record should provide for identi
fication of average cost and the cost used for financial report
ing and income tax purposes.)
3. A record for each portfolio item of all trading orders placed
for the purchase or sale of such securities by or on behalf
of the investment company and the action taken with respect
to each order.
As a general rule, for 1940 Act companies, these books and
records must be retained permanently or for a minimum of six1
1 Section 31 of the 1940 Act and rules thereunder.
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years and must be made available to representatives of the
Securities and Exchange Commission in connection with periodic
or special inspections.2
To the extent that these records and other records required
to be maintained by Rules 31a-l and 31a-2 of the Act are main
tained by agents (such as the custodian or transfer agent)
on behalf of the company, the company should obtain an agree
ment in writing from the agent stating that he will make such
records available upon request and will preserve them for the
required period of time.

Custody of Securities
Custody of an investment company’s securities usually is en
trusted to a bank which, in the case of a registered company,
must have certain minimum aggregate capital, surplus, and un
divided profits.3 In other cases, such custody function is per
formed by a member firm of a national securities exchange, or
by a central securities system registered with the Securities and
Exchange Commission. It is good practice (required, for reg
istered companies,4 in the case where a member firm is cus
todian) to have a properly approved custodial agreement. For
registered companies to use a member of a national securities
exchange as custodian requires the approval of a majority of the
investment company’s board of directors initially and at least
annually thereafter. Some of the more important provisions of
the custodial agreement, a copy of which must be filed with the
Commission by registered companies, concern physical and book
segregation of securities in custody, denial to the custodian of
the power to assign, hypothecate, pledge, or otherwise encumber
or dispose of any securities except when acting at the direction
and for the account of the investment company, and immunity
of such securities to liens asserted by the custodian as well as

2 Rules 31a-2, 31a-3, and 31b of the 1940 Act.
3 Sections 17(f) and 26(a) of the 1940 Act.
4 Section 17(f) of the 1940 Act and Guidelines to Form N-8B-1. (Re
lease 7221 under the 1940 Act).
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the right of the Securities and Exchange Commission and inde
pendent auditor to inspect such securities at any time.5
If the custodian is a member of a national securities exchange
rather than a bank, the 1940 Act and the related rules6 provide
for the inspection of all securities through actual examination at
various times by the investment company’s independent auditor.
As another alternative, the investment company itself may
assume responsibility for the custody function, provided the se
curities are deposited for safekeeping in a vault or other deposi
tory maintained by a bank or other company whose functions
and physical facilities are supervised by federal or state authori
ties. Securities thus deposited are physically segregated and sub
ject to withdrawal only by duly authorized individuals under
specified conditions. The 1940 Act and the related rules provide
for the inspection of all securities through actual examination at
various times by the investment company’s independent auditor.7
See “Review of Internal Accounting Controls and Procedures,”
page 41.
If a registered company uses a bank as custodian for its securi
ties, the proceeds from sale of such securities and other cash
assets, except for amounts in a checking account or petty cash,
must be kept in the custody of such bank.8

Company Procedures Relating to
Day-to-Day Investment Activities
The overall investment activities of the company are the ulti
mate responsibility of the board of directors which typically
delegates the day-to-day operating and investment decisions to
an investment committee or a portfolio manager or investment
adviser. In practice, investment decisions are communicated to
designated employees of the investment company or its adviser
who place orders with brokers. Prospectuses often indicate that
the investment company has the responsibility to its shareholders

5 Section 17(f) of the 1940 Act.
6 Rules 17f-1 and 17f-2 of the 1940 Act.
7 Ibid.
8 Releases 6863 and 7164 under the 1940 Act.
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to seek out the broker who offers the best price and execution
for any particular trade.
All communications with brokers leading to the placement of
an order should be documented by an internal record showing
the name of the person who placed the order, the name of the
security, the number of shares or principal amount ordered, the
price as well as the date and time when such order was entered,
and the name of and the reason for using the selected broker.
Brokers routinely confirm the execution of each order by tele
phone followed by a broker’s written advice containing all infor
mation pertinent to the trade.
The investment company should notify the custodian promptly
of each security transaction and should issue detailed receive/
deliver and collect/disburse instructions in writing, including
the name of the broker, the description and quantity of the
security, the trade and settlement dates, and the net amount
of cash to be collected or disbursed. As required by the Internal
Revenue Code, the instructions should identify the securities to
be delivered, by certificate number, date of purchase, or other
acceptable method. These instructions should be signed by one or
more authorized representatives of the investment company
whose signatures are on file with the custodian; if instructions
are made by telephone or telegraph, written confirmation of the
instructions should follow promptly.
As advices confirming the trades are received from brokers,
they should be reviewed promptly for conformity of terms, cler
ical accuracy, proper application of commission rates (including
volume discounts or negotiated rates, as applicable), and should
be compared to the internal record established at the time the
order was placed. As discussed previously, the generally accepted
practice for investment companies is to record securities trans
actions as of the trade date rather than as of the settlement date.
In almost all instances investment companies maintain socalled C.O.D. (cash on delivery) accounts with brokers under
the terms of which the broker delivers securities to the custodian
or receives securities from the custodian against collection or
payment of the net settlement amount previously authorized by
the investment company. Unless instructed otherwise, the cus
todian normally rejects the transaction if the number of shares
and the settlement amount are not in complete agreement.
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The custodian notifies the investment company promptly of
all money settlements and receipts or deliveries of securities. The
related advices should again be compared to the initial record
of the order by the investment company to insure agreement.
“Fails to receive or deliver” by the broker become apparent at
this point and as a normal procedure should be followed up
promptly with the broker.
The custodian will issue periodic statements listing all receipts
and deliveries of securities and related collections and disburse
ments of cash since the last statement date. Securities on hand
and the cash balance due from or due to the custodian at the
end of the period may be listed in the so-called “bring down”
or position portion of the statement following the chronologi
cally arranged transaction listing. Investment company person
nel should reconcile such custodian statements promptly with
their own books and records and should initiate follow-up pro
cedures on reconciling items on a timely basis. The investment
company should be aware of the procedures and controls ap
plied by the custodian as they relate to functions carried out on
behalf of the investment company, especially those procedures
surrounding safekeeping of securities. In theory at least, an in
vestment company, as part of its internal control procedures,
could physically count securities on deposit with the custodian
as of selected dates. As a practical matter, however, the company
in almost all cases, provided it is satisfied with the internal con
trols of the custodian, relies on the periodic position confirma
tions issued by the custodian. Although physically segregated,
in many instances securities are held, along with securities be
longing to others, in a common nominee name by the custodian,
making positive identification difficult.
If the investment company acts as its own custodian, periodic
physical counts by personnel not connected with the day-to-day
custody function should be scheduled on a surprise basis. As an
added protective measure, investment company personnel au
thorizing or handling cash and securities transactions should be
(and in the case of a registered fund, must be) covered by fidel
ity insurance coverage regardless of whether the company acts
as its own custodian or appoints a bank or member firm of a
national securities exchange to perform this function.
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Daily Net Asset Value
Open-end funds and certain closed-end companies typically
compute the net asset value per share each day that the New
York Stock Exchange conducts trading activity. Other closedend companies and certain small, relatively inactive open-end
funds may do so on a less frequent basis, such as weekly or semi
monthly. Under the 1940 Act an open-end fund must compute
net asset value daily for purposes of pricing any shares tendered
for redemption and, for funds making a continuous offering of
their shares, determining offering prices for sales of shares.9 See
Chapter 6 for an overall discussion of net asset value computation.
By far the most significant portion of the net assets consists
of the securities portfolio stated at value. Changes in security
positions are entered on the daily net asset value work sheet no
later than in the first calculation prepared on the first business
day following the trade date.10 Due to the importance of this
calculation (it determines offering and redemption prices) the
investment company’s internal control procedures often provide
for independent checking of all securities prices and a review
of the portfolio value computation by a responsible employee.
As an added precaution, prices assigned to each security position
may be compared to the prices used as of the preceding valua
tion date to detect increases or decreases in specific security
prices of an unusual nature or in excess of a predetermined
amount or percentage which would then be subjected to further
scrutiny.
Accounting for Dividend and Interest Income

Dividends. As a general rule, cash dividends on investment
securities are recorded as of the ex-dividend date on which the
trading price of the security reflects an adjustment for the divi
dend declared. Occasionally, cash distributions represent a return
of capital rather than current income to the recipient. In such
instances, if pertinent information is known at the time, the dis
tributions should be credited to the investment account rather
9 Rule 22c-l (b ) of the 1940 Act.
10 Rule 2a-4 of the 1940 Act.
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than to income. The accounting treatment for certain dividends
and distributions can differ for financial reporting purposes from
that required for income tax purposes. See “Other Considera
tions,” page 67.
Stock splits and dividends in stock of the same class as that
owned are not recorded as income since the investment com
pany’s equity interest in the company declaring the dividend or
split has not changed. Certain dividend payments on preferred
stocks which represent the liquidation of accumulated arrearages
require special reporting as between dividend and other income.11
Dividends in kind are generally recorded as income at the fair
value of the property received. In the case of dividends where
the recipient has the option to receive cash or stock, income
should be recorded for the amount of cash that could have been
received. When stock rights are received, a portion of the cost
basis of the related investment may be allocated to the rights on
a pro rata cost basis; however, for book purposes many funds
follow tax accounting12 which does not require allocation in cases
where the market value of the rights does not exceed 15 percent
of the market value of the investment company’s holdings.
Cash dividends declared on stocks for which the securities
portfolio reflects a short position as of the record date should be
recorded on the ex-dividend date and are shown in the financial
statements of the investment company as a reduction of invest
ment income.
As a matter of day-to-day operating routine, investment com
panies regularly consult published sources for daily dividend
declarations to insure that all dividend income is properly re
ceived and recorded by the company or its custodian. Internal
control procedures should include provisions for the systematic
follow-up and disposition of dividends receivable which are not
collected in the regular course of business due to delays in set
tling securities transactions or completing transfer procedures.

Interest Incom e. Interest income on straight debt securities,
such as corporate, municipal, or treasury bonds is normally ac11 Rule 6.04 of Regulation S-X.
12 Section 307 of the Internal Revenue Code.
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crued on a daily basis. Discount on treasury bills is amortized
to interest income in a similar fashion. Consideration should be
given to making a provision for uncollectible interest accruals
on securities where doubts exist as to the collectibility of the
interest. Interest received on bonds which were in default when
acquired should be treated
(a ) as interest income of the current period up to the amount
earned relative to the current period; then,
(b ) as other investment income up to the amount earned from
date of acquisition to the beginning of the current period;
and
(c ) as reduction of the cost of the investment as to the amount
relative to arrearages at date of acquisition.13
Considering the frequent fluctuations in money market rates
and the probable (based on past history and expressed inten
tions of funds holding such investments in their portfolios) turn
over of bond portfolios prior to maturity, amortization of bond
premium or discount does not provide, in most situations, mean
ingful adjustments to otherwise reportable investment income.
However, in those instances where the company’s securities
portfolio contains significant positions of bonds acquired at a
substantial discount or premium and where the company expects
to hold such security positions of bonds over an extended period,
consideration should be given to a systematic amortization of
such discount or premium. It should be recognized that because
investment companies carry their investments at market value,
amortization or lack thereof has no effect on net asset value.
( Refer to Chapter 5 concerning the amortization of original issue
discount and premium in certain instances for tax reporting.)
The accrued interest receivable account should be analyzed
at regular intervals to insure that interest payments becoming
due are received promptly and in the correct amount. Similarly,
the proper disposition of purchased interest receivable and inter
est accruals pertaining to debt securities sold between interest
dates should be analyzed periodically.

13 Rule 6.04 of Regulation S-X and Accounting Series Release No. 36.
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Trade Date Versus Settlement Date Accounting
As indicated earlier, the generally accepted practice in the in
vestment company industry is to record securities transactions
as of the trade date rather than on a settlement date basis. As a
consequence, the statement of assets and liabilities of most in
vestment companies reflects receivables from brokers for securi
ties sold (but not yet delivered against payment) and payables
to brokers for securities purchased (but not yet received against
payment) at the end of an accounting period.
Where a securities transaction was entered into by the invest
ment company outside conventional stock market channels, such
as through a private placement of investment letter stock, the
date on which the investment company obtained an enforceable
right to demand the securities or to collect the proceeds therefor,
is the date as of which the transaction should be recorded. Such
a determination, in certain instances, may be subject to inter
pretation by legal counsel.14 Investments in real estate are han
dled in a similar manner.
Valuation of Securities
As stated in Chapter 2, all investment companies should re
port their securities portfolios at value. Value can be defined15
as (a ) with respect to securities for which market quotations
are readily available, the quoted market value of such securities
and ( b ) with respect to other securities and assets, fair value as
determined in good faith by the board of directors.
Value of securities held is not reduced for normal brokerage
commissions and other costs to be incurred in the ordinary
course of business at the time of future sale.
The Commission in its Accounting Series Release No. 118 de
scribed various methods for valuing securities. These methods are
summarized and discussed in the following paragraphs.

Securities Traded on a National Securities Exchange. Ordi
narily, little difficulty should be experienced in valuing securities
listed or traded on one or more security exchanges, since quota
14 Accounting Series Release Nos. 113 and 116.
15Section 2 ( a ) (41) of the 1940 Act.
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tions of completed transactions are published daily. If a security
was traded on the valuation date, the last quoted sales price
generally is used. In the case of securities listed on more than
one national securities exchange, the last quoted sales price up
to the time of valuation on the exchange on which the security
is principally traded should be used or, if there were no sales
on that exchange on the valuation date, the last quoted sale price
up to the time of valuation on the other exchanges should be sub
stituted. Registered companies value their portfolio at the time
of the close of trading on the New York Stock Exchange.16
If there were no sales on the valuation date but published
closing bid and asked prices are available, the valuation in such
circumstances should be within the range of these quoted prices.
Some companies, as a matter of general policy, use the bid price,
others use the mean of the bid and asked prices, and still others
use a valuation within the range considered best to represent
value in the circumstances. Each of these policies is considered
to be acceptable if consistently applied. Normally, it is not con
sidered to be acceptable to use the asked price alone. Where, on
the valuation date, only a bid price or an asked price is quoted or
the spread between bid and asked price is substantial, quotations
for several days should be reviewed. If sales have been infre
quent or there is a thin market in the security, further consider
ation should be given to whether “market quotations are readily
available” as a practical matter. If it is decided that they are not
readily available, the alternative method of valuation, i.e., “fair
value as determined in good faith by the board of directors”
should be used.

Over-the-Counter Securities. Quotations are available from
various sources for most unlisted securities traded regularly in
the over-the-counter market. These sources include tabulations
in the financial press, various quotation publications and finan
cial reporting services, and individual broker/dealers. A company
may adopt a policy of using a mean of the bid prices, or of the
bid and asked prices, or of the prices of a representative selec
tion of broker/dealers quoting on a particular security; or it may
use a valuation within the range of bid and asked prices con
16 Rule 22c-l(b) of the 1940 Act.
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sidered best to represent value in the circumstances. Any one of
these policies is considered to be acceptable if consistently ap
plied. Normally, the use of the asked prices alone is not accept
able.
Ordinarily, quotations for an over-the-counter security should
be obtained from more than one broker/dealer unless available
from an established market-maker for that security, and quota
tions for several days should be reviewed. In all cases, the quota
tions should be from unaffiliated persons. NASDAQ may be the
most convenient source of such quotations. Where quotations
appear questionable, consideration should be given to valuing
the security at “fair value as determined in good faith by the
board of directors.”
United States Treasury bonds and notes usually bear longer
term maturities than those classified under “Short-Term Invest
ments” below and are often purchased, at least partially, for
their capital appreciation potential. Such securities are valued at
quoted market.

Securities Valued “in good fa it h .” It is incumbent upon the
board of directors to satisfy themselves that all appropriate fac
tors relevant to the value of securities for which market quota
tions are not readily available have been considered and to de
termine the method of arriving at the fair value of each such
security. To the extent considered necessary, the board may ap
point persons to assist it in the determination of such value, and
to make the actual calculations pursuant to the board’s direction.
Consistent with this responsibility, the board also must review
continuously the appropriateness of the method used in valuing
each issue of securities in the company’s portfolio. The directors
must recognize their responsibilities in this matter and whenever
technical assistance is requested from individuals who are not
directors, the findings of such individuals must be carefully re
viewed by the directors in order to satisfy themselves that the
resulting valuations are fair.
As Accounting Series Release No. 118 states, no single stan
dard for determining fair value in good faith can be laid down,
since fair value depends upon the circumstances of each indivi
dual case. As a general principle, the current “fair value” of an
issue of securities being valued by the board of directors would
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appear to be the amount which the owner might reasonably ex
pect to receive from them upon their current sale, although there
usually is no intention to make a current sale. Current sale should
be interpreted to mean realization in an orderly disposition over
a reasonable period of time. Methods which are in accord with
this principle may, for example, be based on a multiple of earn
ings, or a discount (or less frequently a premium) from market
of a similar, freely traded security, or a yield to maturity with
respect to debt issues, or a combination of these and other meth
ods. Some of the general factors which the directors should con
sider in determining a valuation method for an individual issue
of securities include (1 ) the fundamental analytical data rela
ting to the investment; (2 ) the nature and duration of restric
tions on disposition of the securities; and (3 ) an evaluation of
the forces which influence the market in which these securities
are purchased and sold. In the case of investments made in
several securities of the same issuer, such as those made by
many SBICs and venture capital companies, the valuation of the
"package” as a whole may be appropriate. Among the more spe
cific factors which must be considered are the type of security
(debt or equity), financial standing of the issuer, availability
of current financial statements, cost at date of purchase, size and
period of holding, discount from market value of unrestricted
securities of the same class at the time of purchase, special re
ports prepared by analysts, information as to any transactions or
offers with respect to the security, existence of merger proposals
or tender offers affecting the securities, reported prices and extent
of public trading in similar securities of the issuer or comparable
companies, maintenance of investee’s business and financial plan,
use of new funds to achieve planned results, changes in eco
nomic conditions including those in the company or industry,
and other relevant matters.17 This guide does not purport to
delineate all factors which may be considered. The directors
should take into consideration all indications of value available
to them in determining the "fair value” assigned to a particular
security. The information so considered and, insofar as prac
ticable, the basis for the board’s decision, should be documented
17 Accounting Series Release Nos. 113 and 118.
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in the minutes of the directors’ meeting and the supporting data
retained for the inspection of the company’s independent auditor.

Valuation o f Short Securities Positions. In the case of securities
sold short, the difference between the net proceeds of the secu
rities sold and the value of the securities required to be acquired
to cover the short position should be included in unrealized ap
preciation or depreciation of investments. The value of the secu
rities to be acquired should be determined generally in accord
ance with the appropriate method described above for securities
traded on a national securities exchange, over-the-counter secu
rities ( except that a policy of using a mean of the bid and asked
prices or of the asked prices is considered acceptable if consist
ently applied; normally, the use of the bid prices alone on short
positions is not acceptable), and securities valued "in good faith.”
Realized gain or loss is recognized at the time the short position
is closed out.
Valuation o f Put and Call Options Purchased. It is a generally
accepted practice among investment companies to amortize the
cost of put and call options on a daily basis over the life of the
option. If there is a decline in the market value of the shares
under option below the call price at which the option can be
exercised, or if the market value of the shares is in excess of the
put price, the option should be valued in the portfolio at amor
tized cost less such decline, down to a value of zero. Conversely,
if there is an increase in the market value of the shares under
option over the call price or if the market value of the shares
is below the put price, the option should be valued at such in
crease or at amortized cost, whichever is greater. The amortiza
tion of the option cost should be treated as a charge to realized
gain (loss) from security transactions, and the difference between
amortized cost and value should be treated as unrealized appre
ciation or depreciation for securities remaining in the portfolio
rather than as a charge to investment income. If the option is
exercised, the remaining unamortized portion of the cost of put
options should be charged to realized gain (loss) from security
transactions; for call options the unamortized portion should be
included in the cost of the security received.
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Valuation o f Put and Call Option Contracts Written by the
Investment Company. Premiums received from writing call op
tions should be amortized to realized gain (loss) from security
transactions on a straight line basis over the period of the option.
If a call option is exercised, the remaining portion of the pre
mium should be recognized as realized gain (loss) from security
transactions. If the quoted market value of the security forming
part of the portfolio of the option writer increases above the call
price such increase should not be recorded; if the value de
creases, such decrease should not be recorded unless it is greater
than the unamortized premium income.
Premiums received from writing put options should be amor
tized to realized gain (loss) from security transactions on a
straight line basis over the period of the option. If a put option
is exercised, the remaining unamortized portion of the premium
should be recognized as realized gain (loss) from security trans
actions. If the quoted market value of the security to be acquired
by the option writer ( and often sold short by him in anticipation
of such purchase) increases above the put price, such increase
should not be recorded; if the value decreases, such decrease
should not be recorded unless it is greater than the unamortized
premium income.
Management and the board of directors of an investment com
pany must continually review the values arrived at by the afore
mentioned formulas. If another method of valuation of put and
call options more fairly represents net realizable value in their
opinion, such other value should be used.
Reference should be made to Chapter 5 for the discussion of
the tax treatment of option contracts which vary significantly
from the principles applied for financial reporting purposes.
Purchase o f Entire Portfolio o f Another Company. An invest
ment company may acquire the entire portfolio of another in
vestment company in a nontaxable exchange transaction. Such
a transaction usually gives rise to an accounting cost basis for
such securities which is different from the basis of the same se
curities for income tax purposes because, for financial reporting
purposes, the investments acquired are assigned current market
values whereas original tax basis continues to be used for income
tax purposes.
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In the case of a merger, to compensate in part for unequal
income tax effect in the future, adjustments to the exchange
ratio are appropriate to reflect the different proportions of un
distributed realized gain or loss and unrealized appreciation or
depreciation in the respective portfolios which exist at the date
of exchange, as well as dispositions of securities expected to occur
immediately after the exchange. The Commission will usually be
of assistance to a registered company in establishing the adjust
ments to be made, and an example of an adjustment computation
work sheet can be found in Appendix A to this guide. This com
putation is an example only and has no statutory basis. It, or a
modification of it, has been used in most mergers in recent years
and although admittedly arbitrary, serves as a basis for discussion
as to any adjustment which may be appropriate. Further discus
sion of financial statement treatment of acquisitions and mergers
can be found under “Business Combinations,” page 83.

Short-Term Investments. Treasury bills and commercial paper
may be purchased at face amount or at a discount from face
amount. Since they represent short-term maturities and are pur
chased primarily for their interest yield, they are carried at
original cost plus amortized discount or accrued interest which
usually approximates market value.
Determination of Cost of Investment Securities
Cost of investment securities in the portfolio and net realized
gain (loss) from security transactions for registered investment
companies are determined for financial accounting purposes on
the identified ( specific certificate), first-in, first-out, last-in, firstout, or average cost method.18 Each company should use a single
method for all securities. Cost for these purposes includes bro
kerage and other items normally found on a broker’s advice of
purchase or sale. If the cost of securities sold is determined on other
than the average cost basis the company should disclose (re
quired for a registered company19) in a note, if practicable, what

18 Rule 2a-2 of the 1940 Act.
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gain or loss would have resulted if average cost had been used.
When part of an issue of a particular security is sold, the cost of
the securities sold for the purpose of computing gain or loss and
the cost of the securities retained under the average cost method
are computed by averaging the various costs of all the shares of
that particular issue owned prior to the sale. Thus the average
cost would only change as purchases are made; sales would not
affect the average. The average cost method of computing gains
and losses from sales of securities is not acceptable for federal in
come tax purposes. For tax purposes, therefore, all investment
companies should maintain a record of security gains and losses
computed by applying against the proceeds of a sale of securi
ties the “identified cost” of the specific shares identified for deliv
ery. In order to prevent wide fluctuation between net gains or
losses from security transactions reported on the average cost
basis and those reported on the identified or other cost basis,
some investment companies attempt, to the extent possible, to
identify for delivery against a particular sale specific shares
having an aggregate cost near the average cost.
Cost of bonds in the portfolio and net gains from sales of
portfolio bonds are determined for financial accounting purposes
and for federal income tax purposes in the same manner as
described above. However, when bonds are acquired, cost is
broken down between the cost of the bond and the interest
purchased, which is recorded as a receivable. Most funds follow
the policy of not amortizing premiums or discounts on short-term
holdings of bonds in the portfolio. See page 69 for a discussion
of amortization policy.
Reference should be made to Chapter 5 for more detailed
discussion of costs of investment securities for income tax pur
poses.
AUDITING PROCEDURES
The auditing procedures relating to the investment accounts
of investment companies require greater attention than those of
a commercial enterprise because of the relative significance of
such assets. In both instances, of course, the independent auditor19
19 Rule 6.05 of Regulation S-X.
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should evaluate the internal accounting controls as the basis for
determining the extent of his examination. Audit objectives in
the investment accounts area are to ascertain that
(1 )

the company has ownership of, and accounting control
over, its portfolio investments;

(2 )

income from investments and realized gains and losses from
security transactions are properly accounted for and that
investment performance is presented realistically;

(3 )

portfolio investments are properly valued and cost thereof
for book and tax purposes is properly recorded; and

(4 ) the investment company has complied with restrictions
under its stated investment objectives and policies.
Review of internal Accounting Controls and Procedures
The independent auditor should familiarize himself with docu
ments such as the latest prospectus, the certificate of incorpora
tion, bylaws, and minutes during the course of the examination.
Further, if the company is classified as “diversified,” the related
provisions of the 1940 Act must be followed. There are other
areas of compliance with which the auditor should familiarize
himself. For instance, the 1940 Act contains record-keeping
requirements, and many compliance items are to be reported
on in the annual report to the Commission on Form N-1R dis
cussed in Chapter 6. For those pertaining to taxes, see Chapter 5.
The location of the investment securities should be ascertained
by the independent auditor prior to the commencement of his
examination. He should evaluate the relationship between the
company and the custodian of its securities as to (a ) whether
significant record-keeping problems exist, (b ) the financial posi
tion of the custodian in relation to the company’s assets that
they hold, and (c ) any other matters pertinent to the relation
ship. He should review, to the extent he considers necessary, the
custodian’s internal controls and make such inquiries as are ap
propriate. Such a review of controls might include, among other
steps: consideration of the agent’s procedures covering the receipt
of securities and payment therefor, as well as delivery of secu
rities and control over cash received; determination as to whether
the company’s securities are satisfactorily segregated, physically,
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in the custodian’s vaults, and satisfactorily safeguarded; consider
ation of the adequacy of the controls over receipt of dividends
( cash and other) and interest. Based on his evaluation of the con
trols, the auditor may decide to count the securities, although
this procedure may be inconclusive due to his inability to identify
them as specifically those securities belonging to his client.
It should be noted that auditors of registered investment com
panies are required to report in Form N-1R on their review and
evaluation of internal accounting controls of the investment com
pany which include those controls exercised on behalf of the com
pany by agents acting as custodians. When a review of controls
employed by third parties is necessary to obtain audit satisfaction,
a somewhat different approach may be required from that used in
reviewing an investment company’s own controls, since the auditor
would normally have little familiarity with overall methods of
operation or with the objectives and integrity of third-party man
agement.
Examination of Transactions and Detail Records

Custody of Securities. The independent auditor should, in all
instances, obtain confirmation from the custodian of the securi
ties in custody (including those securities held in a central
securities system)20 and from broker/dealers for unsettled secu
rity transactions whether or not reported by the custodian.
Specific inspection procedures21 are required under the 1940
Act depending upon the type of custodial arrangement. If the
custodian is a member of a national securities exchange rather
than a bank, the 1940 Act and the related Rule 17f-1 provide
for the inspection of all securities at the end of each annual and
semiannual fiscal period by the investment company’s inde
pendent auditor and at least once additionally during the fiscal
year at a time chosen by such auditor without advance noti
fication to the custodian. After each such examination the inde
pendent auditor must promptly transmit to the Securities and
Exchange Commission a report stating that he has performed
such an examination and describing the nature and results there
of. (Refer to Chapter 8 for sample accountant’s report.)
20 Section 17(f) of the 1940 Act.
21 Accounting Series Release No. 27.

42

If the investment company is its own custodian, securities
must be verified through physical inspection by the company’s
independent auditor at least three times during each fiscal year.
The dates for at least two of these inspections shall be chosen
by the auditor without prior notice to the investment company.
Each examination must be covered by an auditor’s report to the
Commission similar to the one described immediately above.22
In addition to the above, securities in transfer or undelivered
to or by brokers or others at the date of the examination should
be confirmed. In the event a confirmation is not received, the
auditor should satisfy himself as to the authenticity of the
transactions, usually by inspecting subsequent liquidation.

Test o f Portfolio Transactions. Rarely would the independent
auditor consider it necessary to examine all transactions during
the period under examination, unless specifically requested to do
so by company officials. Rather, based on his evaluation of the
internal accounting controls, he would normally select represen
tative transactions for testing. For representative purchase, sale,
and exchange transactions, brokers’ advices or other documents
should be examined to ascertain that they agree with the entries
recorded in the purchase, sales, or general journals, etc. Tests
should be made as to proper authorization, extensions, commis
sion rates, taxes, trade dates, and to see that the price appears
to be reasonable by reference to published sources. In addition,
tests should be made to ascertain that sales have been properly
accounted for during the period, i.e., that an acceptable method
of costing sales (first-in, first-out, last-in, first-out, identified, or
average cost) has been applied consistently and that gain or loss
has been properly calculated. Where "restricted” securities are dis
posed of, the auditor should inquire into the compliance with Rule
144 (1933 A ct) or other pertinent law.
The independent auditor should also test the classification of
gains and losses for tax purposes and the adjustments made in
the carrying value of investments resulting from stock dividends,
splits, rights, recapitalizations, and liquidating dividends. (See
Chapter 5, “Taxes.”)
22 Rule 17f-2 of the 1940 Act.
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The 1940 Act or, in certain cases, the company’s bylaws, limits
the amount that may be invested in the securities of any one
issuer. In this connection Regulation S-X requires, in prospectuses
and annual reports to the Commission, the setting forth of infor
mation as to “affiliates.” The financial statements or notes should
state separately, where material, the investments in, investment
income from, and gain (loss) from security transactions in such in
vestments, and management or other service fees payable to
controlled companies and to other affiliates. ( See the glossary for
definitions of “affiliated company” and “controlled affiliate.” )
In ascertaining the existence of any such affiliations, the audi
tor should consider information obtained during the course of
an audit and also make inquiries of the company’s management;
his working papers should include written representations from
the management as evidence of such inquiries. The representa
tions should be in the form of a statement that the company,
except to the extent indicated, (1 ) does not own any securities
either of persons who are directly affiliated or, to the best infor
mation and belief of management, of persons who are indirectly
affiliated, (2 ) has not received income from, or realized gain or
loss on sales of, investments in or indebtedness of such persons,
(3 ) has not incurred expenses for management or other service
fees payable to such persons, and (4 ) has not otherwise engaged
in transactions with such persons. See Appendix G for an illustra
tive representation letter. Where there is a question as to the
existence of an affiliation, a written opinion of legal counsel
should be obtained by the company’s management, made avail
able to the independent auditor, and a copy included in the
working papers. Venture capital companies, such as SBICs,
which have many affiliations, may require special consideration
as to representation letters from management.

Incom e From Securities. Investment income usually is com
prised of dividends and interest received on investment securi
ties. Dividends are accrued on the ex-dividend date. For tax
purposes, however, dividends receivable should not be included
in income until actually or constructively received. Interest is
usually accrued for both financial reporting and tax purposes,
except for interest on United States Treasury bills which is not
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included in taxable income until actually or constructively re
ceived.
Based on his appraisal of the degree of internal accounting
control, the independent auditor should select an appropriate
method of testing investment income. For instance, in connec
tion with his tests of purchases and sales, he may check the
related income for the securities selected for the entire year, or
he may select an interim period and test the income earned
during the specified period for a representative sample of securi
ties. The auditor should consult independent financial report
ing services in order to determine for the securities selected for
test the ex-dividend and payable dates and the related rates.
Interest payment dates and the related rates also are available
from these services. Discounts on short-term “discount securi
ties” generally are amortized in order to reflect the interest in
come ratably over the periods to maturity. The auditor should
ascertain that significant dividend and interest receivables as of
the prior audit date have been properly accounted for. In some
cases, the dividends and interest may need to be reconciled for
the entire year by accounting for the receivables at the begin
ning of the period, the amounts earned and collected during the
period, and the receivables at the date of the financial statements.
In addition to the aforementioned detail testing, the auditor
should pay particular attention to unusual dividends or interest
received during the period under examination. For instance,
dividends in arrears or defaulted interest may require special
reporting or disclosure treatment. W ith respect to significant
noncash dividends which were taken into income, the auditor
should satisfy himself as to the propriety of the accounting. The
auditor should review the investment schedule at the date of
the financial statements and note securities which are “non-in
come-producing”23 in order to disclose such data on the schedule
of portfolio securities in filings with the Commission. On an over
all basis, a comparison should be made of the total income in rela
tion to assets during the period and in relation to prior period’s
income and an explanation should be obtained for any significant
variances. For tax purposes, the taxability of dividends received
during the year should be tested by reference to tax services in
23 Rule 12-19 of Regulation S-X.
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order to identify securities not eligible for the dividend exclusion
and nontaxable or liquidating dividends.
Investment income from other than dividends or interest
would normally require separate disclosure. Such income might
be derived from gas and oil royalties or rentals. The nature and
significance of such items will govern the degree of auditing
required to establish that the accounting for such items is appro
priate.

Valuation of Securities. At the date of the financial statements,
all portfolio valuations should be substantiated. In addition,
since such valuations are used in computing daily net asset value,
as described in Chapter 6, they should be checked in the man
ner outlined below for a representative sample of dates selected
from the period under examination for agreement with the val
ues as computed by the company. The extent of these tests
depends on the auditor’s judgment and his evaluation of internal
accounting controls.
The methods to be used for pricing investment securities will,
in the usual case, be fixed in the bylaws or by action of the
board of directors. In the case of registered investment com
panies, such methods must conform with the 1940 Act, as ex
plained earlier in this Chapter. The independent auditor should
ascertain that the valuation method utilized for determining
market value coincides with the company’s stated policy and,
where applicable, with the rules of regulatory authorities. The
methods for determining value will, of course, differ depending
upon the type of security held, such as (1 ) securities traded on
a national securities exchange, (2 ) over-the-counter securities,
and (3 ) securities valued by the directors in good faith. For
securities of the first two types, the auditor should refer to
quotations published by a reliable quotation service (which in
cludes NASDAQ24) or a financial publication in order to substan
tiate the valuations used for these securities. In the case of overthe-counter securities for which quotations were not available
from published sources, the auditor should consider obtaining
quotations as of the valuation date from more than one inde
24 When using NASDAQ, care should be taken to see that the names
of the brokers making the quotations are given.

46

pendent source. An expedient in this connection is the use of
a form letter showing the security description and a space where
the broker, bank, or other source may place the requested ‘“bid”
and “asked” prices and his signature for return to the auditor. If
the auditor is not fully satisfied with valuation date results, he
may wish to obtain further quotations at a subsequent date or
dates or consider having the security valued by the board of
directors.
For all securities valued in good faith, the independent audi
tor should review the company’s procedures for its continuing
appraisal of such securities and ascertain that the methods estab
lished for valuation are followed and that they have been re
viewed and approved currently by the board of directors. The
auditor should review the procedures applied by the directors in
valuing such securities and inspect the underlying documenta
tion; he should be familiar with the provisions of Accounting
Series Releases on this subject, especially ASR No. 118. This
release, in commenting on the accountant’s responsibility, states
the following:
In the case of securities carried at “fair value” as determined
by the Board of Directors in “good faith,” the accountant does
not function as an appraiser and is not expected to substitute
his judgment for that of the company’s directors; rather, he
should review all information considered by the board or by
analysts reporting to it, read relevant minutes of directors’ meet
ings, and ascertain the procedures followed by the directors.
If the accountant is unable to express an unqualified opinion
because of the uncertainty inherent in the valuations of the
securities based on the directors’ subjective judgment, he should
nevertheless make appropriate mention in his certificate whether
in the circumstances the procedures appear to be reasonable and
the underlying documentation appropriate.
When considering values assigned to securities by the com
pany, the independent accountant should consider any invest
ment limitations or conditions on the acquisition or holding of
such securities which may be imposed on the company by the
Act, by its certificate or by-laws, by contract, or by its filings
with the Commission. If such restrictions are met by a narrow
margin, the independent accountant may need to exercise extra
care in satisfying himself that the evidence indicates that the
security valuation determinations were not biased to meet those
restrictions.
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The “subject to” form of qualified opinion would be appro
priate when an investment company’s portfolio includes a signif
icant amount of securities valued by the board of directors
(using valuation approaches discussed in “Securities Valued in
good faith’,” page 35) as to which a significant range of pos
sible value exists and when the independent auditor is satisfied
that the procedures followed and the information obtained are
adequate to enable the board of directors to value the securities.
Where the range of possible values of such securities would
not have a significant effect on the fairness of presentation of the
financial statements, the auditor would be expected to express
an unqualified opinion. Examples of the “subject to” form of
opinion for both registered and small business investment com
panies appear in Chapter 8, “Independent Accountant’s Reports.”
If the auditor’s examination discloses that the valuation pro
cedures employed by the directors are inadequate or unreason
able, or if the underlying documentation does not appear to
support the valuation, then the auditor must appropriately qual
ify his opinion, with an “except for” introduction, with respect
to the securities carried at “fair value.” The exception should
relate to lack of conformity with generally accepted accounting
principles.
Perhaps a useful rule of thumb for taking exception would be
that when the auditor cannot make the positive representations
found in the explanatory middle paragraph of the recommended
“subject to” opinion then an “except for” opinion is appropriate
as to all or a significant portion of the securities being valued.
Where circumstances warrant, a disclaimer of opinion or an
adverse opinion also may be appropriate.
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Chapter 4

Capital Accounts
This chapter deals principally
accounting, and auditing of the
companies. In most respects, the
companies can be accounted for
commercial enterprises.

with the operations, controls,
capital accounts of open-end
capital accounts of closed-end
and audited similarly to other

OPERATIONS, C O N T R O LS, AND
A C C O U N T IN G PRINCIPLES
Distributor Organization
As mentioned in Chapter 1, a separate distributor (often re
ferred to as the principal underwriter) organization performs
the selling function for a load fund, while a no-load fund gen
erally sells its shares directly to the public. Distribution organi
zations vary somewhat in their manner of operation, and, there
fore, the accounting control requirements will vary. Wholesale
distribution organizations sell shares through retail broker/deal
ers who, in turn, retail the shares to individual investors. Retail
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distribution organizations sell shares directly to the individual
investors, frequently selling only the funds offered by a single
distributor. In wholesale distributions the sales commission (load)
is divided between the distributor and the broker/dealer, while
in retail distributions the distributor retains the entire commis
sion. In each of these transactions a portion of the commission
is paid to the salesman actually making the sale of shares. The
salesman may be an employee of the distributor or of the retail
broker/dealer, or be an independent contractor. Some distribu
tors act as principal in the sales transaction, buying the shares
from the fund and, in turn, reselling these shares to the investor
or to the broker/dealer. Other distributors act as agents in the
sales transaction, the actual sale being made directly from the
fund to the investor or to the broker/dealer.
Commissions
Sales commission rates on mutual funds generally are based
on the size of the sale, with the rate of commission declining
as the amount of the sale increases. Some funds offer a “letter
of intent,” “right of accumulation,” or other arrangement where
by a purchaser will be entitled to a lesser sales charge based
on his aggregate purchases of fund shares, even though his
separate purchases would not qualify for such reduced sales
charge.
The investor signing a letter of intent indicates his intention
to purchase the specified amount over a period of time (gen
erally 13 months) and agrees to pay the applicable higher sales
commission if he does not complete the letter of intent. Gen
erally, enough shares are held in escrow by the principal under
writer or transfer agent during the letter of intent period to
cover any subsequent adjustments for increased sales commis
sions which may arise if the letter commitment is not completed.
In the event the letter is not completed, the investor is required
to pay the increased sales commission or the escrowed shares
may be sold in an amount sufficient to pay such commissions.
Under right of accumulation arrangements, a purchaser mak
ing subsequent investments includes the value of shares cur
rently owned to determine the sales charge of such subsequent
investment
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Orders to Purchase or Repurchase1
Orders to purchase mutual fund shares are originated by the
broker/dealer contacting the mutual fund distributor by tele
phone or wire (commonly referred to as a wire transaction) or,
especially in the case of an individual investor, by mailing (or
actually delivering) an order and check to the fund or its agent.
In each case the sale is made at the time the distributor or its
agent accepts the order.2 Orders for the repurchase of shares
are similarly handled. Orders received which are not accom
panied by cash payment or stock certificates require settlement
within the normal period for settling such transactions. Accept
ance of orders is predicated upon satisfactory credit checks and
compliance with qualification requirements of the various states
(Blue Sky laws).
When an investor purchases shares of a mutual fund, he
usually has the choice of receiving a stock certificate (outright
or certificate sale) or having the transfer agent hold “book
shares” on deposit in his name (open account plan or accumula
tion account sale). Generally stock certificates are issued only
in whole share amounts, while book shares may be maintained in
fractional shares.
Investors buy at an offering price which, with respect to load
funds, includes net asset value and a load factor (commission).
Investors redeem generally at net asset value, although some
funds or their managers charge a redemption fee, which, to the
extent received by the fund, is usually credited to capital. Sales
or repurchase orders accepted by the fund or its agent are
executed at prices based on the first per-share net asset value
computed after acceptance of the order (forward pricing) and
are time-stamped at time of receipt to substantiate the applicable
price. Copies of the confirmation form are prepared for internal
record-keeping purposes and for mailing to the investor.
Accurate recording of sales and repurchases of fund shares
is predicated upon the adequacy of controls over order infor
mation by the distributor, the company, and the transfer agent.
1 The terms “repurchase” and “redemption’ are used interchangeably
in this guide.
2 Rule 22 c-1 of the 1940 Act.
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Important internal accounting controls over order tickets are (1 )
proper cutoff based on time-stamping; (2 ) check of the arith
metical accuracy of individual order ticket data; and (3 ) review
of the relationship of daily sales and repurchase of shares to
total dollar amounts. The accuracy of the information included
on the order ticket with respect to the investor and the number
of shares is in large part dependent upon the reliability of the
information supplied by the distributor.
Sales and repurchase journals are maintained to record the
basic accounting data concerning the transaction. In addition,
the sales journal may contain data relating to (1 ) source of order
by dealer (generally load funds only), (2 ) sales statistics by
area, size of order, etc., and (3 ) sales statistics to meet Securities
and Exchange Commission disclosure requirements and state Blue
Sky regulations.
Cancellation of Orders
Occasionally sales or repurchases may be cancelled by an
investor or broker/dealer prior to the settlement date. Any
fluctuation in net asset value per share between the sales date
and the cancellation date would result in a gain or loss to the
fund if the transactions were simply reversed. Where a distribu
tor is involved, it should bear, or collect from the broker/dealer,
any loss arising from such cancellation. If the cancellation re
sults in a gain, that gain may be accrued by the fund to offset
any future losses but may not be paid to the distributor. In those
cases where a fund sells its shares directly to investors, it should
consider refusing to accept sales orders unless accompanied by
payment or refusing to accept orders for repurchases unless ac
companied by properly endorsed stock certificates (or written
requests in the case of “book shares” ), unless indemnified by a
responsible person against failure to complete the transaction.3
Stock Transfer Function
Because of the continuing sale and repurchase of fund shares,
the stock transfer function is an integral part of mutual fund
operations and is more complex than that of the usual commer
31940 Act Release No. 6366 and instructions to Item 2.24 of Form
N-1R.
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cial enterprise. The records must be kept current at all times
with respect to the total shares outstanding, the total shares
issued since inception, and also as to detailed shareholder ac
counts. The mutual fund stock transfer function is performed
generally by one of three types of agents: (1 ) an affiliated com
pany of the fund’s manager or distributor ( “in house” operation);
(2 ) the separate department of a bank; or (3 ) an independent
service bureau. In all cases the basic operations are the same;
however, depending on the type of agent, the methods used by
the fund or its manager to control the stock transfer function
vary.
In those cases where sale and redemption orders are sent by
the investor directly to a transfer agent, the fund and its dis
tributor are dependent upon information obtained from a daily
statement prepared by the transfer agent in order to record these
transactions in their respective records. The transfer agent’s daily
statements sent to the fund show the day’s activity both in
shares and dollars. These statements must be reconciled to the
fund’s records and any differences promptly identified and satis
factorily accounted for. A significant difference in number of
shares outstanding could affect net asset value per share if the
fund’s records were in error.
Cash in settlement of transactions, whether received by the
fund, its distributor, or its transfer agent, is forwarded to the
depository bank. In the case of redemptions, disbursements are
generally made by the transfer agent to the investor or broker/
dealer. Under arrangements where the distributor and fund do
not handle cash, the fund is dependent upon the transfer agent
to provide information as to paid and unpaid sales and repur
chases. Either the transfer agent or the fund manager, depend
ing upon the particular arrangement, must follow up on delin
quent accounts receivable and unpaid repurchase orders.4
The fund should determine that the number of outstanding
shares shown on the fund’s general ledger and the transfer
agent’s control account are in agreement, and that the detailed
shareholder accounts are posted on a current basis. Items which
require close attention include transactions in the control ac
4 Refer to National Association of Securities Dealers (NASD) rule
regarding settlement of securities transactions.
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count which have not yet been applied to the detail shareholder
accounts (suspense accounts) as well as errors in posting to in
dividual shareholder accounts, including wrong accounts. In or
der to maintain proper control over these areas, it may be neces
sary for the fund to perform periodic on-site reviews of the
transfer agency operation in addition to a continuous monitoring
function. This review should include, among other things, an
inspection of the shareholder correspondence and inquiry file
which must be maintained by the company or its transfer agent.
A significant volume of letters may indicate problems in the
detailed shareholder accounts.
An important function usually performed by the transfer agent
is the distribution of dividends from investment income and of
net realized gains from securities transactions. An investment com
pany shareholder generally has the option to elect that such
distributions be made either in cash or in additional shares of
the company. Tax withholding on certain distributions is re
quired for non-United States shareholders by Internal Revenue
Service regulations. In addition to the above distribution func
tion, the transfer agent is generally responsible for preparation
of annual dividend taxability notices mailed to all shareholders.
Information relative to the foregoing must be transmitted to
the transfer agent properly and timely to insure appropriate
handling. Even relatively small companies may have several
thousand shareholders, so any communication with such share
holders, including dividend transactions, is a major task.
Accounting for treasury stock is of significance in commercial
enterprises and in certain instances to closed-end investment
companies; however, it is of less importance to mutual funds
because only the number of shares outstanding has relevance in
the financial statements. The number of shares previously repur
chased by a fund is important only in connection with certain
legal requirements of regulatory authorities. The Securities and
Exchange Commission as well as various state authorities have
stringent requirements regarding registration of shares which
are sold in their respective jurisdictions. Therefore, it is impor
tant that the fund keep adequate records of the number of
shares registered and both dollar amounts and number of shares
sold in various jurisdictions.
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The 1940 Act5 specifies certain record-keeping requirements
and the Securities and Exchange Commission’s staff periodically
inspects these records for compliance.

Accounting for Capital Share
Transactions and Distributions
Accounting principles for shareholder accounts of mutual funds
are generally the same as those for commercial enterprises.
Bookkeeping entries to record sales of fund shares are made
daily by debiting either cash or accounts receivable and credit
ing capital stock for the par value of the stock to be issued and
additional paid-in capital for the excess amount paid over the
par value. The recording of a repurchase requires a debit to the
capital stock and additional paid-in capital accounts and a credit
to either cash or accounts payable. As more fully discussed in
Chapter 2, some funds employ equalization accounting in which
a portion of the proceeds from sales and costs of repurchases of
shares, equivalent to the amount on a per-share basis of distribut
able net investment income on the date of the transaction, is
applied to equalization credits and debits to retain the same pershare amount of undistributed net investment income.
Investment income and realized gains on securities transac
tions are generally accumulated in separate accounts, as are
distributions thereof. The accurate recording of the dividend
and distribution amounts is dependent, among other things,
upon the proper recording of the outstanding shares.
Accounting for distributions (including both investment in
come dividends and distributions of realized gains from securi
ties transactions) begins with the declaration of the distribution.
Because of the significance of the relationship between net asset
value and market price of the company’s stock, most closed-end
investment companies record the dividend liability on the ex
distribution date, rather than on the declaration date. Open-end
companies must record the liability on the ex-distribution date
in order to properly state the net asset value at which sales and
redemptions are made. If investment companies offer their

5 Section 31 and Rule 31a-l of the 1940 Act.
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shareholders the right to reinvest a distribution ( i.e., receive the
distribution in additional shares), such shareholders must notify
the company (sometimes by positive action and sometimes by
inaction) of their intention to accept cash or to have such dis
tribution reinvested. For those who indicate their intention to
have such distribution reinvested a “valuation date” is estab
lished by the company. This date should be on or after the date
by which the shareholder’s intention must be made known to
the company. For closed-end companies who issue shares and
for open-end companies issuing shares at net asset value, the
valuation date is the point at which recognition in their accounts
of the issuance of additional shares must be made. The payment
date is significant for those who accept the distribution in cash,
thereby eliminating the liability of the investment company, but
the valuation date is of paramount importance to those electing
to have the distribution reinvested in additional shares. At the
valuation date, the number (actual, or if necessary, estimated)
of shares to be issued on the payment date and the price per
share are set; thenceforth the total net assets will reflect the total
dollars reinvested and the additional shares outstanding result
ing from the distribution reinvestment.

AUDITING PROCEDURES
The audit of the capital accounts ( “shareholder accounting” )
for a mutual fund is a broad area encompassing various aspects
of transactions with shareholders. The audit objectives within
the shareholder accounting area are to ascertain that—1
1. Procedures are satisfactory for determining the number of
outstanding shares used to compute daily net asset value per
share which serves as the basis for pricing sales and redemp
tions of fund shares.
2. The number of outstanding shares of capital stock at the
examination date is correct and in agreement with the trans
fer agent records, and the shares have been properly reg
istered under the 1933 Act.
3. The receivable for capital stock sold and the payable for
capital shares redeemed are properly stated.
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4. Dividends from investment income and distributions of net
realized gains from securities transactions to shareholders and
reinvestments thereof are properly computed and accounted
for.
5. Procedures are satisfactory for maintaining adequate controls
over the record keeping for indvidual shareholder accounts.
Review of Internal Accounting Controls and Procedures
At the outset of his examination, the independent auditor
should familiarize himself with (1 ) the rules and regulations
under the 1940 Act which cover shareholder accounting, includ
ing pricing of fund shares and record-keeping requirements; (2)
the fund’s current prospectus which states the fund’s policies
for accepting sales orders and redemption of fund shares; (3 )
items of Form N-1R which deal with sales and redemptions and
with dividends and distributions; (4 ) provisions of the agree
ment between the fund and those responsible for the stock
transfer function; and (5 ) state Blue Sky requirements.
As in all audits, a review and evaluation of internal accounting
controls should be made prior to making detailed tests of trans
actions and records. In addition, the independent auditor should
review the operating procedures and controls of the stock trans
fer function, whether done by the fund, its affiliate, or by out
side agents. Discussions should be held with company and/or
agency personnel to ascertain procedures for and controls over
processing sales, repurchases, reinvestments, payment of dividends
and distributions, letters of intent, rights of accumulation, collec
tion of sales and repayment for repurchases, cancellation of sales
and repurchases, and accounts which have not made additional
investments for a period of time. It should be ascertained that such
procedures are satisfactory to promptly furnish the fund and/or
its agent with necessary information required to properly process
its shareholder records as required by the 1940 Act.6 In this con
nection, it should be noted that independent auditors of registered
investment companies are required to report in Form N-1R on
their review and evaluation of internal accounting controls of the

6 Rules 2a-4 and 31a-l of the 1940 Act.
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investment company, which include those controls applicable to
the transfer function whether carried out by the investment
company or its agent. When a review of controls employed by
third parties is necessary to obtain audit satisfaction, a some
what different approach may be required from that used in re
viewing an investment company’s own controls. The auditor
would normally have little familiarity with overall methods of
operation, or the objectives and integrity of third party manage
ment and quite likely would require a more intensive review of
controls in such a situation. Auditing procedures relative to
evaluation of internal accounting controls are discussed in the
next section.
Examination of Transactions and Detail Records

Sales and R epurchases o f Fund Shares. Based upon his evalua
tion of internal accounting controls, the independent auditor
should select representative transactions throughout the exami
nation period to test sales and repurchases of capital shares. The
independent auditor should determine that details on the order
form or other customer evidence used in writing up the sale or
repurchase agree with the copy of the confirmation form, which
is ultimately sent to the shareholder confirming the sale or repur
chase. Such tests should also determine that these transactions
are in accordance with the fund’s policy. Specifically, the inde
pendent auditor should determine that order forms are (1 ) timestamped at time of receipt; (2 ) properly priced based on net
asset value next computed; (3 ) checked for Blue Sky qualifica
tion; (4 ) approved for credit; and (5 ) rechecked and approved
by a second individual.
On a test basis, totals of daily sales and repurchases of capital
shares should be compared to postings in the related journals.
Capital stock outstanding for days tested should be compared to
the applicable daily net asset valuation worksheets which were
used as the bases for computing the net asset value per share.
It may also be desirable to obtain confirmation from sharehold
ers of specific transactions where considered warranted under
the circumstances by the independent auditor.
Settlem ent o f Sales and R epurchase Transactions. The inde
pendent auditor should satisfy himself that collections of receiv
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ables for shares sold and payment for shares repurchased are
made on a timely basis in accordance with the regulatory re
quirements. The tests of timely collection and payment for shares
sold or repurchased are important inasmuch as Form N-1R7
requires the independent auditor to state his opinion on answers
to certain questions relating to these areas. Subsidiary trial bal
ances of receivables and payables should be agreed to general
ledger control accounts as of the examination date. Determina
tion also should be made of the timely cancellation of sales and
repurchases not settled within a specified time and of the dis
position of the resultant loss, if any. Disposition of losses must
be reported in Form N-1R.

R econcilem ent o f Shares Outstanding. The independent
auditor should substantiate on a test basis that, throughout the
examination period, the fund has reconciled its general ledger
account for outstanding shares with reports of the transfer agent
and satisfactorily resolved all reconciling items. Where war
ranted under the circumstances, the independent auditor should
examine the underlying support for the reconciling items to the
extent he considers necessary. Early recognition of any prob
lems in this area may avoid delays in completion of the ex
amination.
At the examination date, the independent auditor should
obtain a confirmation of shares outstanding directly from the
transfer agent and determine that it has been reconciled with
the outstanding shares shown in the fund’s records.
The independent auditor may, in certain instances, consider
it desirable or necessary to confirm outstanding shares directly
with the shareholders.
D ividends and Distributions to Shareholders and R einvest
m ents. Amounts of dividends from investment income and dis
tribution to shareholders from realized gain on security trans
actions are related to outstanding capital stock and tests should
be made to determine that payments, whether in cash or addi
tional capital stock, have been properly computed. Distribution
7Items 2.24 and 2.25 of Form N-1R.
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of long-term realized gains from security transactions may not
be made more than once a year, except that a supplemental dis
tribution of up to 10 percent of the original distribution may be
made. The portions of the 1940 Act8 dealing with dividends and
distributions should be reviewed to ascertain compliance with
the Act. The independent auditor should review board of di
rectors’ minutes for relevant dates and amounts of dividend and
distribution declarations and ascertain that outstanding shares
according to the fund’s records on such date (ex-dividend date
for open-end companies) have been reconciled to information
reported by the transfer agent. The total dividend and distribu
tion should be recomputed (outstanding shares times rate) and
compared to notification from the dividend disbursing agent
(usually same as the transfer agent). The liability for each div
idend should be traced to the general ledger and to the applicable
daily net asset valuation worksheet to ascertain that the liability
was recorded on the proper date. The computation of the num
ber of shares to be reinvested as reported by the dividend dis
bursing agent should be checked and the portion of the dividend
and distribution taken in shares should be compared to the
capital stock accounts for both number of shares and dollar
amounts.

R ecord K eeping fo r Individual Shareholder Accounts. Based
on his evaluation of internal accounting controls with respect to
the transfer agent or shareholder servicing agent, the auditor
may wish to select representative accounts and test for the valid
ity and proper documentation of transactions, especially as to
name and address changes, share transfers to or from individual
accounts, and other transactions not of a routine nature. Par
ticular consideration should be given to accounts which have
not made additional investments for a period of time, or for
which mail has been returned undelivered. The auditor may
deem it desirable with respect to such accounts to obtain from
shareholders confirmation of their account status.
O ther M atters. Where equalization accounting is in effect,
tests should be made to determine that equalization debits and
8 Section 19 and Rules 19a-1 and 19b-1 of the 1940 Act.
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credits have been properly computed. (See Chapter 2 for a dis
cussion of equalization accounting.)
Complaints by shareholders evidenced in writing, either at
the fund’s office or the transfer agent premises, recorded in
an appropriate record, should be reviewed on a test basis. A
significant volume of complaints reflecting on pricing or incor
rect calculations of shares issued may indicate that the inde
pendent auditor should extend his tests.
The independent auditor should review schedules of sales of
shares by state, maintained by the fund in connection with Blue
Sky law compliance.
The independent auditor may wish to confirm balances re
ceivable for capital stock sold directly with the investor or the
dealers who are selling the fund’s shares as well as the balances
payable for capital shares to be redeemed by the fund. Where
considered necessary, details of specific capital stock transactions
may also be confirmed at this time. Other normal alternative
auditing procedures may be utilized to satisfy the auditor as
to the receivable and payable for fund shares sold and redeemed.
The representation letter received from management should
include a statement that fund shares were sold and redeemed
in accordance with the fund’s prospectus and rules and regula
tions of the Securities and Exchange Commission and state
securities regulations.
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Chapter 5

Taxes
Investment companies are subject to federal income taxes
and certain state and local taxes, as are other domestic business
entities. Most investment companies registered under the 1940
Act may qualify for special tax treatment under the Internal
Revenue Code. This chapter describes in general terms the effects
of, and requirements for, qualification as a “regulated invest
ment company” and certain other federal income tax matters
affecting investment companies.1 State and local taxes are be
yond the purview of this chapter, as are tax aspects of “offshore
funds.”
Certain unit investment trusts2 issuing periodic payment plans
( contractual plans) are not regarded as separate taxable entities.
The planholders are treated as owning a proportionate share of
the assets in the trust.

INTERNAL REVENUE C O D E REQUIREMENTS
Effect of Qualification
The effect of qualification as a “regulated investment com
pany” is to permit investment income and capital gains to flow
through the investment company to its shareholders without the
1 Subchapter M (Sections 851 to 855) of the Internal Revenue Code
(IR C ).
2 Section 851(f) of the IRC.

62

investment company paying federal income taxes thereon. Fur
ther, the shareholder receives a favorable tax treatment. Divi
dends from investment company taxable income will qualify3
for the dividend received exclusion available to individual tax
payers and the dividend received deduction in the case of cor
porate taxpayers. Such dividends are subject to proportional re
duction in computing the dividend received exclusion or deduc
tion if the qualifying dividends received from domestic corpo
rations amount to less than 75 percent of the investment com
pany’s gross income as defined.
Requirements for Qualification
To qualify as a regulated investment company for tax pur
poses, set forth more fully in the Code, an investment company
generally must—
1. B e a domestic corporation, other than a personal holding
company,4 registered at all times during the taxable year
under the 1940 Act.
2. Elect to be taxed as a regulated investment company, or have
previously made such election.
3. Derive at least 90 percent of its gross income from dividends,
interest, and gains (disregarding losses) from the sale or
other disposition of securities.
4. Derive less than 30 percent of its gross income from gains
( disregarding losses) on the sale or other disposition of secu
rities held for less than three (3 ) months.
5. Meet certain requirements as to diversification of its total
assets at the close of each quarter of the taxable year.
6. Pay out at least 90 percent of its investment company taxable
income (as defined) for the taxable year.
7. Comply with certain record-keeping and notification ( to
shareholders) requirements in addition to the records required
of ordinary corporations.
3 Section 852(b )(2) of the IRC.
4Section 5 4 2 (a )(2 ) of the IRC.
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Certain of these items are discussed in more detail in the follow
ing sections of this chapter. A worksheet such as the one includ
ed as Appendix B may be used by a company to ascertain and
document that it has complied with certain of the requirements
for qualification.
An election to be a regulated investment company is made by
computing taxable income as a regulated investment company
in the company’s return for the first taxable year for which the
election is applicable. Once made, the election is irrevocable for
that year and all succeeding taxable years as long as the com
pany qualifies.
In calculating the 90 percent of gross income limitation, cer
tain items are given special treatment. Amounts derived from
writing “put” and “call” options which have lapsed do not con
stitute gains from the sale or other disposition of stock or secu
rities within the meaning of the Internal Revenue Code and
thus are excluded from the 90 percent portion. Interest on state,
county, or municipal obligations is not included in gross income.
Income of an unusual nature, such as amounts recovered as a
result of settlements of litigation, should be given special atten
tion (which may require consultation with the Internal Revenue
Service) as to tax status and effect on the 90 percent gross in
come limitation.
At the close of each quarter of the taxable year, in order to
meet the diversification requirements, at least 50 percent of the
value of the company’s total assets must be represented by cash
and “cash items,” government securities and securities of other
regulated investment companies, and “other securities.” For the
purpose of this requirement, investments in the securities of any
one issuer which are greater in value than 5 percent of the total
assets of the investment company or represent more than 10 per
cent of the outstanding voting securities of such issuer cannot
be included in “other securities.” Furthermore, to meet diversifi
cation requirements, no more than 25 percent of the value of the
company’s total assets may be invested in the securities (other
than United States Government securities or the securities of
other investment companies) of any one issuer, or of two or more
issuers which the regulated investment company controls (20
percent or more of combined voting power) and which are en
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gaged in the same or similar trades or businesses or related
trades or business.
A regulated investment company which meets investment di
versification requirements at the close of one taxable quarter will
not lose its status if it fails to satisfy these requirements in a later
taxable quarter, provided the noncompliance is not due in whole
or in part to the acquisition of any security or other property.
If, as a result of an acquisition, an investment company fails to
meet the diversification requirements, it may reestablish its sta
tus as of the beginning of the quarter by eliminating the dis
crepancy within 30 days after the close of the quarter. The cal
culation of diversification can be quite complicated and care
should be taken to understand the rules as prescribed by the
Code and Regulations thereunder.
An exception to the requirements for diversification of assets
is made for an investment company that furnishes capital for
corporations chiefly engaged in developing new products, i.e., a
“venture capital” company. To qualify, the investment company
must have the Commission certify, not earlier than 60 days be
fore the close of the taxable year, that it is principally engaged
in the furnishing of capital to other corporations which are
principally engaged in the development or exploitation of inven
tions, technological improvements, new processes, or products
not previously generally available. If Commission certification is
obtained, both the 10 percent of voting power test and the 5
percent of value test, discussed on the previous page, are waived
for purposes of determining compliance with the requirement
for 50 percent diversification of investments.
A regulated investment company may elect (on Form 2438),
within 30 days after the close of the fiscal year, to retain and pay
federal income tax on behalf of its individual shareholders on
net long-term capital gains realized by it during the taxable
year. As a practical matter, the decision to elect must be made
before year-end in order to meet accounting requirements (net
asset value computation) for recognizing the liability as at yearend. Shareholders are required to report in their income tax re
turns, as long-term capital gains, their proportionate share of
these undistributed long-term capital gains “designated” by the
investment company. The shareholder may claim credit on his
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individual federal income tax return for the taxes paid on his
behalf. The tax basis of his shares is increased by the difference
between the amount of the undistributed long-term capital gains
included in his tax return and the applicable amount of the cor
porate capital gains tax taken as a tax credit.
To the extent that a regulated investment company does not
distribute all of its investment income (even though it meets
the 90 percent test) it must pay corporate income tax on the un
distributed portion. Similarly, if the company fails either to dis
tribute realized capital gains or to designate such gains to the
shareholders (as discussed in the preceding paragraph), the com
pany would be subject to tax on such gains as would an ordinary
corporation.
An open-end investment company may, as discussed in Chap
ter 2, employ equalization accounting in appropriate circumstan
ces. For tax purposes, equalization credits are treated as “Sched
ule M” items and are not included in net investment income; on
the other hand, equalization debits are often treated as divi
dends paid for ascertaining that at least 90 percent of net invest
ment income has been distributed to shareholders.
A regulated investment company may designate as being ap
plicable to the prior taxable year all or part of any dividends,
including capital gains distributions, which are declared after
the end of its taxable year. Such declaration must be made be
fore the due date for the filing of the corporate return, including
any extension. Such dividends or distributions must be paid in
the 12 months following the close of the taxable year and not
later than the date of the first regular dividend payment made
after such declarations.
Within 45 days after the close of its taxable year, a regulated
investment company must notify its shareholders (Form 1099M
is often utilized by calendar year companies for this purpose)
regarding the portion of distributions made within such taxable
year which represents capital gain dividends and the portion it
treats as ordinary income dividends ( as well as “qualifying” divi
dends) and, on Form 2439, where appropriate, the amount of
long-term gains retained and taxes paid thereon. Shareholders
are taxed in the year in which dividends or distributions are
received by them.
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A regulated investment company is prohibited from claiming
a net operating loss deduction. On occasion, especially with
newly formed investment companies, a company may incur a
net operating loss which it cannot utilize if it elects to be a reg
ulated company in the succeeding y ear(s). In such cases, the
company may choose not to elect to be taxed as a regulated
company in order to realize the benefit of the carryover loss.
A net capital loss may be carried forward by a regulated com
pany to the five succeeding taxable years but may not be carried
back to any of the three preceding years in which the company
qualified as a regulated company. In the case of a nonqualified
company, the loss may be carried back three years and forward
five years.
If an investment company has available a capital loss carry
over and distributes to shareholders net capital gains realized in
the current year, all or a portion of that distribution equal to the
amount of the carryover may be taxed to shareholders at ordi
nary income rates. This would be because distributions during
a year are taxable as ordinary income to the extent that there
are “earnings and profits,” as defined for federal income tax pur
poses, earned during that year.
Permanent records must be maintained of the actual owner
ship of the stock of the investment company to indicate that it
is a regulated investment company and not a personal holding
company.5 Sufficient records are required as to investments to
show that it has complied with the investment diversification
requirements during the taxable year.
Failure of a regulated investment company to meet all the
Internal Revenue Code requirements in any taxable year will
result in its taxation as an ordinary corporation for that year.
Other Considerations

D ividends and Interest. For accounting purposes, dividend
income is recorded on the ex-dividend date. However, for tax
purposes it should be reported when actually or constructively
received.
Where a dividend or other distribution received by the com
5 See Regulation 852-6 under the IRC for notification procedures
required.
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pany represents a return of capital, it reduces the basis of the
security for purposes of computing gain or loss for tax purposes.
For accounting purposes, such distributions may represent, at
least in part, a recovery of cost.
Interest income is taxable to an accrual basis company when
earned. Short-term obligations of the United States (Treasury
bills) and other governmental bodies, issued on a discount basis,
are payable at face amount at a fixed maturity date not exceed
ing one year from the date issued; the amount of the discount
is not taxable until the date on which such obligation is paid
at maturity or sold, irrespective of the method of accounting
used by the company. As to other short-term obligations issued
at a discount, the discount is interest, and is taxable as earned
over the life of the obligation.

Sales o f Securities. When securities are sold or disposed of,
their cost may be either specifically identified or determined on
a first-in, first-out basis; average cost is not acceptable for tax
purposes. An acceptable means of specific identification is to
show that certificates representing shares of stock from a lot
which was purchased or acquired on a certain date for a certain
price were delivered. Where the stock is left with a custodian
bank or in the custody of a broker or other agent, an acceptable
specific identification is made if the agent is instructed as to
what particular block of stock (i.e., date of purchase, name of
broker from whom purchased, unit price) is to be sold and
within a reasonable time thereafter, confirmation of such sale
(preferably referring to the “specifications” ) is set forth in a
written document received from such agent. Irrespective of the
specifications, the agent can deliver stock from any lot.
Commissions related to the purchase or sale of securities are
not deductible but are an addition to cost or an offset against
the selling price.
A wash sale exists when, within a period beginning 30 days
before the date of a sale of securities and ending 30 days after
such date (a 61-day period), the investment company acquired
or entered into a contract to acquire substantially identical se
curities. A loss resulting from such a transaction is recorded as
a loss for accounting purposes but is not a deductible loss for
tax purposes; the tax basis of the new security purchased is in
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creased by the amount of the loss and the holding period of the
original position remains unchanged. A gain on such transactions
is taxable.
A short sale is one in which the seller borrows the stock certi
ficates or other property delivered to the buyer. For tax purposes
a short sale is not deemed to be consummated until delivery of
equivalent property to the lender occurs, which closes the short
sale. Long-term gain or loss results only if the property delivered
to close the short sale had been held more than six months prior
to the short sale.

Bond Discount and Premium. “Original issue discount” (relat
ing to long-term obligations) is the difference between the issue
price and the stated redemption price at maturity. (Original
issue discount which is less than one-quarter of one percent of
the redemption price at maturity multiplied by the number of
complete years to maturity, is not considered to be “original
issue discount” for tax purposes.6) Such a discount must be
amortized on a ratable basis over the life of the issue by the
original holder. In case of subsequent holders the amount to be
amortized is the lesser of the unamortized “original issue dis
count” or the difference between the cost to the subsequent
holder and the amount to be received at maturity. All other
discounts may not be amortized for tax purposes.
Amortization of bond premium is required for tax purposes for
fully tax-exempt and partially tax-exempt bonds and may be
taken for fully taxable bonds.
W hen bonds are purchased “flat,” interest subsequently re
ceived which relates to the period prior to purchase is not tax
able income but is a return of capital.
Put and C all Options. A “put” is an option, bought at a price
(premium), giving the holder the right to sell a given number
of shares of stock to the option writer at a specified price within
a certain time. A “call” (which is a “put” in reverse) is an option,
bought at a premium, to buy a certain number of shares from
the writer within the prescribed time limit at the price stated
in the option. If the holder of a put exercises his option, the
6 Section 1232(b) of the IRC.
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capital gain or loss on the sale is adjusted by the premium and
the writer deducts the premium from the cost basis of the stock.
If the holder of a call exercises his option, the amount paid to
the writer is included in the holder’s total cost basis and the
gain or loss to the writer on sale is adjusted by the premium. If
either a put or a call option is not exercised, the holder realizes
capital loss (long-term or short-term, depending on the holding
period) and the writer realizes ordinary income.
A "straddle” option is a simultaneously granted combination
of an option to buy (a "call” ) and an option to sell (a “put” )
the same quantity of a security at the same price during the
same period of time. The premium received is generally allo
cated between the call and the put according to respective mar
ket values of the individual options. When one or both of the
options in the straddle is allowed to lapse, the amount realized
by the writer (grantor) on the portion of the premium allocated
by him to that option is treated by him as a short-term capital
gain. The tax treatment by the buyer of all or part of a straddle
is the same as that described in the preceding paragraph.

Stock Issuance Expenses. Stock issuance expenses may be paid
by the company, its underwriter, or others. Such stock issuance
expenses if paid by an open-end fund, except those incurred
during the initial stock offering period, are deductible as an
expense.7 See Chapter 6, “Registration Fees and Expenses” for
further discussion of registration fees and expenses and the
accounting therefor.
Foreign Tax Credit. A regulated investment company may
elect to have its foreign tax credit passed through to its share
holders if more than 50 percent of the value of its total assets
at the close of the taxable year consists of stock or securities in
foreign corporations and it has distributed at least 90 percent of
its investment company taxable income.
Small Business Investment Companies
A small business investment company operating under the
Small Business Investment Act of 1958 receives special tax treat

7 Section 162(a) of the IRC and Revenue Ruling 72-13.
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ment. The effect is to allow certain exclusions or additional de
ductions without the limitations prescribed for other corporations.
A small business investment company operating under the
1958 Act is allowed a 100 percent dividends received deduction
for dividends received by it from a taxable domestic corpora
tion.8 To claim this 100 percent deduction the company must
file with its return a statement that it was a federal licensee
under the 1958 Act at the time of the receipt of the dividends.
An ordinary loss, rather than a capital loss, can be taken on
the sale or exchange of security investments in convertible securi
ties or stocks issued due to conversion privileges. Capital losses
on other investments receive no special treatment.9 The company
must submit with its tax return a statement that it is a federal
licensee under the 1958 Act and it also must set forth the name
and address of the small business concern with respect to whose
securities the loss was sustained, the number of shares of stock
or the number of denomination of bonds, the basis and selling
price, and the respective dates of purchase and sale or the rea
son for their worthlessness and the approximate date thereof.
Special provisions are provided for reserve for losses on loans
of small business investment companies.10 A small business in
vestment company may obtain special treatment for net oper
ating losses11 and may be excluded from the definition of a per
sonal holding company.12
A shareholder in a small business investment company may
treat a loss on such stock as an ordinary loss13 and in the case
of a non-corporate shareholder such loss is considered a loss
from a trade or business.14
Personal Holding Companies
A personal holding company cannot qualify as a regulated
investment company. Two basic tests are applied in determining
8 Section
9 Section
10 Section
11 Section

243(a)(2) of the IRC.
1243 of the IRC.
586 of the IRC.
17 2 (b )(1 )(E ) of the IRC.

12 Section 542 (c )(8 ) of the IRC.

13 Section 1242 of the IRC.
14 Section 172(d )(4) of the IRC.
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whether a corporation is a personal holding company: (1 ) the
type of income test and (2 ) the stock ownership test. Regulated
investment companies usually meet the “type of income test,”
since most of their income is generally passive, i.e., dividends
and interest. Therefore, it is essential that companies consider
carefully the consequences of “stock ownership” as described
below.
Under the stock ownership test,15 a corporation is considered
a personal holding company if at any time during the last half
of its taxable year more than 50 percent in value of its outstand
ing stock is owned, directly or indirectly, by or for not more
than five "individuals.” For purposes of Section 5 4 2 ( a )( 2 ) cer
tain tax-exempt organizations, including charitable organizations
and trusts created under "qualified” pension, stock bonus or
profit-sharing plans, are treated as “individuals.” Corporations,
other than the tax-exempt organizations, are not considered to
be “individuals” but, rather, the number of shareholders of the
corporation must be considered. A failure to avoid personal
holding company status would subject the company to regular
corporation income tax rates and also expose it to the imposition
of the punitive personal holding company tax which is based on
undistributed personal holding company income.
A company claiming regulated investment company status
must maintain permanent records showing certain information
on the actual ownership of its stock as contained in written state
ments of its shareholders so that the fund can demonstrate to the
Internal Revenue Service that it is not a personal holding com
pany.16

AUDITING PROCEDURES
The principal concern of the auditor in the area of taxes is to
satisfy himself that the investment company which elects to be
treated as a “regulated investment company” is in fact qualified
for such treatment. Since failure to meet all requirements for
qualification will result in the company being taxed as an ordi
15 Section 542(a)(2) of the IRC.
16 Regulations 852-6 and 852-7 under the IRC.
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nary corporation, this is an extremely important area for the
auditor to consider early in his examination.
Earlier in this chapter several of the more significant require
ments were discussed, but the auditor should refer to the
Internal Revenue Code17 in designing his detailed audit program
to cover all aspects of qualification. As to some of the record
keeping and notification requirements, the audit work may in
volve only inquiry of the client and inspection of correspondence
with the transfer agent and shareholders. Other requirements
can be tested with simple worksheets. For example, the require
ments for qualification discussed on page 63 can be tested using
a worksheet similar to that in Appendix B.

17 Section 851 of the IRC.
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Chapter 6

Other Accounts and Considerations
This chapter includes comments on accounts and matters
peculiar to investment companies which are not discussed fully
in other chapters. The independent auditor should assume that
investment company accounts not specifically mentioned in this
audit guide will ordinarily be maintained in accordance with
generally accepted accounting principles and audited in accord
ance with generally accepted auditing standards for other com
mercial enterprises.
Net Asset Value Computation
The importance of net asset value has been discussed in previ
ous chapters. To properly report shareholders’ equity, securities
must be valued and income and expense accruals made at least
as often as a company issues information concerning net asset
value. Although registered closed-end investment companies do
not issue redeemable securities, and although not specifically
required, net asset values are often computed on a regular peri
odic basis. W ith respect to registered open-end investment com
panies, and certain closed-end companies, the price make-up
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sheet (computation of net asset value per share) usually is pre
pared daily, giving due consideration to the following items:1
1. Portfolio securities valuation calculated as discussed in Chap
ter 3.
2. Changes in investments included no later than the first cal
culation of net asset value on the first business day following
the trade date.
3. Changes in the number of outstanding shares of the invest
ment company resulting from sales, distributions, and repur
chases—included no later than the first calculation of net
asset value on the first business day following such change.
4. Expenses (including investment advisory fees)—accrued to
date of calculation. Federal income taxes payable on security
gains that the investment company elects to retain are ac
crued only as of the close of the fiscal year.2 Customarily, the
company estimates its expenses for the year as well as the
period within which such expenses will fall, and reflects these
expenses in the net asset value computation pro rata on a
periodic basis, generally daily. The estimated annual ex
penses should be reviewed continually and the accruals
adjusted as required.
5. Dividends receivable—recognized at ex-dividend dates.
6. Interest income and other income—included to date of cal
culation.
The foregoing are typically encountered in the computation
of the net asset value; however, other aspects of accrual account
ing peculiar to investment companies, discussed elsewhere in
this and other chapters of the guide, must be considered. Any
expense and/or income items (excluding dividends) need not
be accrued daily if cumulatively, when netted, they do not
amount to as much as one cent ($.01) per outstanding share.3
Dividends and distributions payable, as indicated in Chapters
2 and 4, are accrued on the ex-dividend and ex-distribution dates.
1 Rule 2a-4 of the 1940 Act.
2 Accounting Series Release No. 114.
3Rule 2a-4(b) of the 1940 Act.
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The independent auditor’s review of the net asset value com
putation as shown on the company’s price make-up sheets, at
the date of the financial statements and at selected interim dates,
should include the following procedures:
1. Compare the quantities and descriptions of portfolio securities
owned to the investment ledger.
2. Trace quoted market prices to independent sources and, for
investments stated at fair values as determined by the board
of directors, to supporting documentation.4
3. Check clerical accuracy of value extensions and footings.
4. Reconcile amounts for assets and liabilities to the general
ledger accounts. Where it is not practicable to make entries to
the ledgers on a daily basis, a company may utilize work
sheets in lieu of daily postings to general ledger accounts,
and, if so, these work sheets should be reconciled to the en
tries subsequently posted to the records. The reasonableness
of income and expense accruals, including investment ad
visory fees and state and local taxes, should be reviewed.
5. Reconcile the number of the company’s shares outstanding
to the capital stock accounts in the general ledger.
6. Calculate the net asset value per share by dividing total
assets less liabilities by the number of shares outstanding.
The extent of the auditor’s tests of net asset value computa
tions would depend upon his evaluation of internal accounting
control and operating procedures. See “Daily Net Asset Value,”
page 30.
Investment Advisory (Management) Fee
As discussed in Chapter 1, an investment adviser is usually
employed by an investment company and is compensated on a
fee basis. This fee is generally the largest expense incurred by
the company. It is usually reflected in the daily net asset value
calculation at rates established by the investment advisory agree
ment. Certain of these agreements may provide for a perform
4 Accounting Series Release No. 118.
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ance fee adjustment that is based upon the company’s perform
ance compared to an index specified in the agreement.5 When
determining the amount of a performance fee to be recorded at
an interim date, such amount should be recorded based on
performance to date. However, interim payments to the adviser,
according to Commission policy, should be based on the mini
mum fee provided in the agreement on the theory that, if per
formance for the year yields a lesser fee, interim payments of a
larger amount may involve loans to the adviser. For performance
fees based on a rolling or moving period, reference should be
made to the procedures presented in 1940 Act Release No. 7113.
The securities laws of the states in which the investment com
pany’s securities are sold generally impose a limitation with
respect to certain investment company expenses. For this reason
the usual agreement provides that the investment adviser will
reimburse the company for certain expenses in excess of a speci
fied percentage of the average value of the company’s net assets
during the year. In order to determine whether an expense re
imbursement should be accrued at an interim date (with the
credit normally being shown as a reduction of expense), con
sideration should be given to estimated expenses for the remain
der of the year and it should be assumed, in the absence of
strong evidence to the contrary as to expected sales and redemp
tions, that there will be no change in average net assets.
The independent auditor should review the investment ad
visory contract in effect during the period under audit to acquaint
himself with its provisions (see also “Minutes,” page 78 ). He
should then obtain a copy of the schedules used to calculate
the fee ( and expense reimbursement, if any) during the period,
ascertain that the calculations are in agreement with the pro
visions of the contract, and test the calculations by reference to
supporting documentation and for clerical accuracy.

Expenses
The auditor should establish that expenses assumed by the
investment company are in accordance with the provisions of
51940 Act Release No. 7113.
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the investment adivsory contract, prospectus, or other relevant
agreement or security laws, such as Section 10(d ) of the 1940
Act.
Cash
Time deposits and other funds subject to withdrawal or usage
restrictions should be presented separately from other cash
accounts.6
For cash held by a custodian, the auditor should compare
entries in the cash book to bank advices on a test basis and the
custodian’s statement. He should satisfy himself that the appli
cable record-keeping requirements of the 1940 Act are being
met.7 The bank balance as of the audit date should be confirmed
with the custodian, and cutoff statements should be obtained.
Where the investment company maintains cash on hand or in
noncustodial accounts8 and for other funds subject to with
drawal restrictions, cash verification procedures similar to those
used in examination of financial statements of other business
entities should be applied. (A special report to the board of
directors may be required by 1940 Act Release 7164.) In this
connection, the auditor should review operating cash considera
tions to assure himself that cash flows promptly and to the
benefit of shareholders.
Minutes
Minutes of meetings of shareholders and directors should be
reviewed or copies obtained from the company and conformed
to the original. Declarations of dividends, amendments to, and
required continuation of, contracts and agreements (e.g., adviser,
transfer agent, custodian, underwriter), and other items of sig
nificance should be noted in the auditor’s work papers as sup
port for transactions reflected in the financial statements. In
addition, answers to certain items in Form N-1R must be com
pared to the minutes by the auditor.

6 Rule 6-03-1 of Regulation S-X.
7 Rules 31a-l, 31a-2, and 31a-3 of the 1940 Act.
8 Releases 6863, 7107 and 7164 under the 1940 Act.
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Transactions With Affiliates
The independent auditor should be familiar with Section 17
of the 1940 Act and related rules which contain certain prohibi
tions with respect to transactions with affiliates. The auditor
should obtain representations from management as to affiliations
with certain persons for his use in considering whether additional
disclosure is required.
Where there are related entities, such as an underwriter or
investment adviser, confirmation of transactions, examination of
supporting documents, written representations from the manage
ments of the related entities, and other auditing procedures may
be appropriate in the circumstances. Those procedures may be of
particular importance where the independent accountant for the
investment company is not the auditor for the related entities. In
such cases, the audit procedures would be facilitated if the auditor
were granted free access to the pertinent accounting records of
the related entities and to the auditor for those entities.
In this regard, Accounting Series Release No. 118 states
Various rules of Regulation S-X require that the financial
statements of an investment company state separately invest
ments in, investment income from, gain or loss on sales of securi
ties of, and management or other service fees payable to, (a)
controlled companies and (b) other “affiliates.” As stated in
Rule 6-02-4 of Regulation S-X, the term “affiliate” means an
affiliated person as defined in Section 2 (a )(3 ) of the Act, and
the term “control” has the meaning given in Section 2 (a )(9 )
of the Act. The term “affiliated person” is defined in Section
2(a )(3 ) of the Act in such a manner as to encompass such con
trol relationships and also the direct or indirect ownership of
five percent or more of the outstanding voting securities of any
issuer. An affiliated person as there defined also includes any
officer, director, partner, co-partner, or employee or, with re
spect to an investment company, any investment adviser or
member of an advisory board thereof.
In ascertaining the existence of any such affiliations, the inde
pendent accountant should consider the facts obtained during
the course of an audit and also make inquiries of the company’s
management; and his working papers should include written
representations from the management as evidence of such in
quiries. The representations should be in the form of a statement
that the company, except to the extent indicated, (i) does not
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own any securities either of persons who are directly affiliated,
or, to the best information and belief of management, of persons
who are indirectly affiliated, (ii) has not received income from
or realized gain or loss on sales of investments in or indebted
ness of such persons, (iii) has not incurred expenses for man
agement or other service fees payable to such persons, and (iv)
has not otherwise engaged in transactions with such persons.
Where there is a question as to the existence of an affiliation,
a written opinion of legal counsel should be obtained by the
company’s management, made available to the independent ac
countant, and a copy included in the working papers. Regulation
S-X requires disclosure in the financial statements or notes thereto
of details of such investments and transactions.

Registration Fees and Expenses
Generally, expenses of registering, qualifying, and promoting
the initial distribution of an investment company’s shares are
borne by the underwriter or manager. In other instances the
investment company itself may assume all or part of these costs
and charge them, under normal circumstances, to paid-in capital
as shares are sold. Recurring registration fees and expenses of
open-end companies are charged to expense as incurred.® Closedend companies charge all registration fees against paid-in capital
at the time the shares are sold.

Windfall Profits
Unusual credits to an investment company, such as amounts
recoverable arising from the settlement (via judgment or other
wise) of litigation (such as for refund of excess management
fees or brokerage commissions) are recognized in the financial
statements when the company acquires an enforceable right to
them. Unless clearly identifiable with realized or unrealized
gains or losses, and depending on the size of the credit in rela
tion to net investment income, the credit should be presented
as other income or as a separate item of income or, if sufficiently
material, as a credit immediately before the line “net investment
income.” Due consideration should be given to imputing interest,

9 Rule 6-03-10(b) of Regulation S-X.
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using a reasonable rate, if they are receivable over an extended
period and do not provide for such interest.10 See page 64 for
comments on tax ramifications of such unusual credits.
Form N -1R
As discussed in Chapter 1, Form N-1R is the annual report
filed with the Securities and Exchange Commission by all regis
tered management investment companies, except those which
issue periodic payment plan certificates, which file Form N-30A-2
and small business investment companies which file Form N-5R.
Form N-1R, as amended effective December 1971, must be
filed with the Commission within 120 days after the company’s
year end. The form includes two parts: The first part which con
tains 39 items and audited financial statements, is public infor
mation while the second part, which contains 32 items, may be
designated by the company as nonpublic information. Form
N-1R also contains an ED P attachment which summarizes cer
tain information reported in Parts I and II. For open-end com
panies, the auditor is required to furnish his opinion on answers
to 22 items or parts thereof, furnish negative assurance on an
swers to five items or parts thereof and furnish an opinion that
the answers to four items or parts thereof are in agreement with
the minutes of the board of directors’ or shareholders’ meetings
of the company; his opinion is required on a lesser number of
answers in the case of closed-end companies. The auditor is not
required to report on any of the information included in the
ED P attachment, although information found only in the ED P
attachment may be needed to answer questions in Parts I and
II, through references to the attachment. The auditor’s exami
nation of the financial statements of the company must of course
include as part of his examination a review of the accounting
system and the system of internal accounting control. Rased on
this review, the auditor is required to set forth in a report in
cluded in Part II of Form N-1R comments upon any conditions
which he believes are material weaknesses in the system to
gether with any corrective action taken or proposed.

10 APB Opinion No. 21, “Interest on Receivables and Payables.”
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The auditor's examination should be designed to take cog
nizance of the statement required in the Form N-1R report: “. . .
the scope of the review and tests should be sufficient to provide
reasonable assurance that any material weakness existing at the
date of (the) examination would be disclosed.” Further, as con
templated by Form N-1R, the independent accountant is not
permitted, in reporting on internal accounting control under
the requirements of Form N-1R, to use the option indicated in
paragraph 640.13 of Statement on Auditing Standards No. 1
which states in part “In some cases the auditor may conclude that
for certain (material) weaknesses corrective action by manage
ment is not practicable in the circumstances and he may decide
to exclude such weaknesses from his report.” The format of such
report to be issued by the auditor on Form N-1R is presented
in Chapter 8.
The Commission has published detailed instructions covering
the information requested in Form N-1R. The auditor should
familiarize himself with the form and instructions and plan to
accumulate, on a timely basis, the audit support necessary for
him to render his opinion on Form N-1R. Audit support for many
of the answers on which the auditor is required to issue an
opinion would not normally be accumulated during the course
of his examination. These answers include information on under
writing commitments, issuance and redemption of securities, ser
vices provided by investment advisers, compensation of principal
underwriters, dividends or distributions requiring written state
ments of shareholders of the registrant, procedures followed upon
receipt of orders for purchase, repurchase, or redemption of the
registrant’s shares, and portfolio transactions not settled by spe
cific settlement dates.
Audit support for entry into or renewal of investment advisory
contract, entry into or renewal of the principal underwriting con
tract, vacancies in board of directors of the registrant, percent
of the board elected by security holders, and fidelity bond cov
erage should be accumulated during the examination when the
auditor is reviewing the minutes. Although most of the audit
support for the answers to Form N-1R questions will be found
in the records maintained by the investment company, the
auditor usually will find some information in the company’s
records maintained by the transfer agent.
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Business Combinations
Business combinations of investment companies are essentially
buy-outs of security portfolios from unaffiliated companies, re
gardless of the form of the transaction effecting the combination.
Because of the basic nature of such combinations, the pooling
criteria established by APB Opinion No. 16, “Business Combina
tions,” do not apply to the combination of unaffiliated investment
companies. Accordingly, such mergers and acquisitions are ac
counted for on a purchase basis under the theory of fair value
reporting, in which costs assigned to assets acquired approximate
the values of such assets on date of acquisition.
In purchase transactions, the cost of the assets (principally
securities) acquired may be measured by the cash disbursed or
the fair value of other assets distributed (and, where pertinent,
less the present value of liabilities incurred). However, where
the acquiring company issues shares of its capital stock, cost is
the fair value of the assets received on the date of acquisition.
In mergers accounted for as purchases for financial reporting
purposes and treated as nontaxable exchanges for tax purposes,
the difference between the tax basis of the securities acquired
and the ongoing cost based on their value at the date of acquisi
tion could be substantial. As a result of such difference, the gain
(loss) reported in the Statement of Operations upon ultimate
disposition of those securities would necessarily differ from the
amount reported for tax purposes. In such cases, the amount of
unrealized appreciation (depreciation) of investments acquired
in such nontaxable transactions should be earmarked and the
remaining amount of such acquired unrealized appreciation (or
potential benefit of unrealized depreciation) should be disclosed
in the Statement of Assets and Liabilities or in a note to the
financial statements. The value of the shares issued in exchange
for the assets acquired in such transactions would be reported in
the Statement of Changes in Net Assets under capital share
transactions in the year of acquisition.
Distributions to shareholders for the additional (or reduced)
taxable security gains, equivalent to the acquired unrealized
appreciation (depreciation) arising from sale of such invest
ments should be included in the Statement of Changes in Net
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Assets as part of the distribution of realized gains from security
transactions, with parenthetic disclosure of additional amounts.
Appropriate disclosure of the per-share amounts of such dis
tributions should be made in the five-year per-share table, pref
erably immediately below the table. In Appendix F an illustra
tion is given of the report presentation of the Statement of
Changes in Net Assets for a merger accounted for as a purchase
for financial reporting purposes and treated as a nontaxable
exchange for tax purposes.
In relatively limited instances, accounting for mergers of invest
ment companies on a continuing entity basis would be appro
priate for affiliated entities with similar investment objectives
and the same investment adviser that has served in such capacity
for each constituent during the two years preceding the merger.
In mergers accounted for on a continuing entity basis, the asset
values and related costs, unrealized appreciation (depreciation)
of investments, undistributed income, and paid-in capital of the
acquired company are carried forward in the combined entity.
The Statement of Changes in Net Assets is restated to give effect
retroactively to such combination. However, per-share amounts
of the continuing company are not restated for periods prior to
the date of merger in order to maintain the historical base for
the value of shares actually outstanding. In certain cases, it may
be advisable to present separate per-share figures (based on
equivalent exchange rate) of each constituent prior to the date
of merger to the extent and for the period such figures may be
meaningful to the reader of the financial statements.

Diversification of Assets
A work sheet such as the one in Appendix C may be used by
a company to ascertain and document that it has complied with
the diversification requirements as set forth in its registration
statement.
Although the auditor would not appear to be required to
review this determination in order to express his opinion on an
investment company’s financial statements, he may wish to do so
since the company may make representations as to its classifi
cation, in notes to the financial statements or elsewhere.
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Equity Method
Investment companies are exempt from the application of
Accounting Principles Board Opinion No. 18, “The Equity Meth
od of Accounting for Investments in Common Stock” because
of their use of value as the method of accounting for portfolio
securities. However, investments in other than portfolio securi
ties which meet the criteria of APB Opinion No. 18 and which
are made for long-term operating purposes, usually to provide
facilities or services to the investment company, should ordi
narily be carried on the equity basis.
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Chapter 7

Financial Statements
The financial statements of investment companies are directed
primarily to the presentation of net asset value, results of oper
ations, and changes in net assets from investment activities and,
where applicable, from capital share transactions. In reporting
to shareholders, such objectives are well served by presenting a
Statement of Assets and Liabilities, with a detailed listing of
investments in securities, as of the close of the latest period ( or
as shown in “Alternative Statement of Net Assets,” page 106,
a Statement of Net Assets), a Statement of Operations for the
latest year, and a Statement of Changes in Net Assets for
two years.
The use of a two-year Statement of Changes in Net Assets
has been recommended because such an approach, together with
supplementary per share data and related information, provides
the reader of the financial statements with sufficient financial
data by (a ) accounting for changes in the Statement of Assets
and Liabilities resulting from investment activities and from
capital share and other transactions, (b ) summarizing amounts
in the Statement of Operations for net investment income, real
ized gains (losses) from security transactions, and changes in
unrealized appreciation (depreciation) of investments, and (c )
comparing distributions to shareholders with related income.
The presentation of such information in a two-year Statement of
Changes in Net Assets eliminates the need for complete com
parative Statements of Assets and Liabilities and of Operations
for each of the years.
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The financial statements illustrated in this chapter are for typ
ical open-end management investment companies and may need
to be modified to fit the requirements of other types of invest
ment companies. Aspects of reporting on interim financial infor
mation are discussed in “Interim Financial Statements,” page 96.
In all instances, the management of investment companies
and the auditor should be cognizant of the need for reporting
in a manner which properly highlights significant information
for shareholders and other interested parties. Content and format
of reports required by regulatory authorities, e.g., the Securities
and Exchange Commission and Small Business Administration, are,
of course, governed by the requirements of the applicable form
and related rules, regulations, and instructions.

STATEMENT O F ASSETS AND LIABILITIES
The Statement of Assets and Liabilities is considered appro
priate for investment companies because it summarizes the net
assets in which the investors have an equity interest by listing
the assets, deducting liabilities, and arriving at net assets. The
format of the Statement affords the reader an opportunity to
relate the significance that each asset and liability has to net
assets. By the nature of the operations of investment companies,
there generally is no segregation of current and long-term assets
or liabilities.

Investments in Securities. It is the general practice in the
investment company industry to report investments in securities
as the first asset because of its relative importance. For purposes
of financial statement presentation, the term, “securities,” encom
passes stocks, bonds, debentures, notes, rights, warrants, certifi
cates of interest or participation in equity or debt instruments,
and the like, as well as short-term United States government,
bank and commercial paper held for investment purposes. Sim
ilar short-term securities representing temporary utilization of
cash may be classified as other than portfolio securities.
All investment companies should carry their securities in finan
cial statements at value, with cost shown parenthetically, as dis
cussed more fully in Chapter 2. The Statement or an accom
panying portfolio of investments should list the securities, other
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than short-term, at the close of the period by major classifications1
( such as (1 ) by investments in common stocks, preferred stocks,
convertible securities, United States government and agency
obligations, and other appropriate securities, (2 ) by equity se
curities and debt securities, (3 ) by securities held within in
dustry groups, or (4 ) by a combination of these classifications).
Venture capital companies and SBICs may prefer to list all secu
rities of an individual issuer in one place.
The portfolio should list each security issue with the number
of shares or principal amount of the securities and value2 with
cost shown parenthetically for each separate category, such as
common stocks, preferred stocks, etc. Short-term investments
should be summarized by issuer and by ranges of maturity dates.
Investments in restricted securities3 and in affiliated companies4
require special disclosure in the portfolio of investments and
specific information in notes to the financial statements concern
ing method of valuation. Short-term securities held as temporary
utilization of cash should be separately classified in the State
ment of Assets and Liabilities.

Cash and Cash Items. Cash on hand and demand deposits
are included under the general caption of “Cash.” Time deposits
and other funds subject to withdrawal restrictions usually re
quire separate disclosure in the Statement or notes thereto.
Receivables. Receivables are usually listed separately for each
of the following categories:
(a ) Dividends and interest receivable on investments in securi
ties.
(b ) Receivable for investment securities sold.
( c ) Receivable for capital stock sold.
1 For registered companies see Rule 6-03 of Regulation S-X.
2 In certain circumstances securities, which in the aggregate do not
exceed five percent of the value of total investments in securities,
may be listed in one amount entitled “Miscellaneous Securities.” See
Rule 12-19 of Regulation S-X.
3 For specific requirements concerning disclosures of information re
lating to restricted securities, see Accounting Series Releases Nos.
113 and 116.
4 See separate section in Accounting Series Release No. 118 on affili
ated companies.
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(d ) Notes receivable, other than investment securities.
(e ) Other accounts receivable, such as from investment advisers
for expense reimbursements. (See “Investment Advisory
(Management) Fee,” page 76.)

Other Assets. Normally included under this caption are de
ferred organization expense, prepaid taxes, furniture and fixtures,
and similar prepaid and deferred items. Separate amounts are
not usually reported unless significant, generally five percent or
more of total assets.
Accounts Payable. Accounts payable are usually listed sepa
rately for each of the following categories:
(a ) Payable for investment securities purchased.
(b ) Payable for capital stock reacquired.
( c ) Other accounts payable.

Accrued Liabilities. Included under this caption are accrued
taxes, management fees, interest, compensation, and other ex
penses incurred in the normal course of operations. Material
accruals should be set out separately as stated in Regulation S-X,
Rule 6-03-14.
Notes Payable and Other Debt. Separate reporting is made of
notes payable to banks and to others, bonds, mortgage debt, and
other funded debt. Debt due to affiliates and directors requires
separate disclosure within the Statement.
Dividends Payable. Dividends payable subsequent to the date
of the Statement are reported separately, with information on
the face of the Statement or in notes thereto as to the payable
date and amount for each outstanding share of capital stock.
Other Liabilities. Items included under this caption are un
amortized premiums on options written, deferred income, and
deferred state and local taxes on unrealized appreciation (which
should be recorded where m aterial). Where a company does
not qualify under Subchapter M of the Internal Revenue Code,
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provision for deferred federal income taxes on unrealized appre
ciation may also be required. Each significant item, generally
representing 5 percent or more of total assets, should be re
ported separately.

Net Assets. Shareholders’ equity includes not only amounts
contributed by shareholders, but also undistributed income and
unrealized appreciation of investments; while it is not necessary
to present the separate accounts in the Statement of Assets and
Liabilities, certain information should be disclosed in the State
ment or notes thereto as indicated:
(a ) Paid-in capital—consisting of the net of proceeds received
on the sale of capital shares less the cost of reacquired
shares, adjusted, where such accounting practice is fol
lowed, for amounts apportioned to the equalization account.
The number of capital shares authorized and the number
outstanding should be disclosed.
(b ) Undistributed net investment income—representing, on a
cumulative basis, net investment income or loss and, where
such accounting practice is followed, amounts apportioned
to the equalization account, net of dividends paid. The
amounts at the beginning and end of the period are normally
disclosed in the Statement of Changes in Net Assets.
( c ) Undistributed net realized gain from security transactions—
encompassing, on a cumulative basis, all gains and losses
realized from security transactions, net of allocated taxes,
if any, on such gains, and net of distributions to sharehold
ers. If amounts greater than the net gains reported for finan
cial statement purposes are distributed (e.g., where gains
for tax purposes exceed those reported for financial state
ment purposes), such excess distribution is deducted from
paid-in capital; the cumulative amount of such excess dis
tributions should be disclosed.
(d ) Unrealized appreciation (depreciation) of investments—rep
resenting the difference between the cost and the value of
the securities owned at the close of the period. If provided
for, deferred federal, state, and local taxes on unrealized
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appreciation would be charged against this caption and
disclosed.
Where the Statement does not present these accounts separately,
the single line “Net Assets” would be shown.

Net Asset Value Ter Share. The value attributed to each share
of capital stock outstanding at the close of the period.
STATEMENT O F O PERATION S
The Statement of Operations is designed to present the re
sults of all investment activities of the company by reporting
separately investment income or loss and the combination of
realized gains or losses from security transactions and change
in unrealized appreciation or depreciation of investments for the
current period. This format permits the reader to readily observe
the contribution each element of investment activity has made
to the overall operations of the company.
Investment Income

Dividend Income. Dividend income is recorded as of the exdividend date. Noncash dividends, dividends in arrears on pre
ferred stock, dividends other than from retained earnings, and
dividends from affiliates and controlled companies usually re
quire separate reporting and disclosure within the Statement or
in notes thereto.
Interest Incom e. Interest income is generally accrued on all
debt securities. As discussed in Chapter 3, special treatment is
given to the reporting of interest received on bonds traded flat
or in default when acquired and to the accounting for interest
on delinquent debt securities. Disclosure of interest earned on
securities of affiliates and controlled companies is usually re
quired.
Other Incom e. Income from rents and miscellaneous sources,
as well as unusual dividend and interest income, is included in
other income. All items usually are combined in one amount
except for those accounting for more than 5 percent of total
investment income.
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Expenses. Separate reporting of each expense accounting for
5 percent of total expenses is necessary. Expenses commonly
requiring such reporting are as follows:
(a ) Investment advisory (management) fee (or compensation).
(b ) Shareholder servicing costs, including transfer agent and
dividend disbursing agent fees and expenses.
( c ) Custodian fees.
(d ) Reports to shareholders.
(e ) Taxes, including federal, state, and local.
( f)

Interest.

(g ) Legal fees.
(h ) Auditing fees.
( i)

Directors’ fees.

( j)

Registration fees and expenses (see “Registration Fees and
Expenses,” page 80).

Amounts paid to affiliates should be disclosed and the basis on
which management and advisory fees (as well as other amounts
paid to affiliates) are determined should be described in a note
to the financial statements. Where state laws or the advisory
agreement provide that the adviser will reimburse the company
for expenses over a specified percentage of average net assets,
disclosure of this provision and the amount, if any, should be
set forth.
Realized and Unrealized Gain (Loss) on Investments

Realized Gain (L oss) From Security Transactions.
1. Proceeds from sales of securities—The proceeds from sales
of all securities considered to be investment securities, other
than short-term securities, for financial statement purposes
( see “Investments in Securities,” page 87) should be reported
in the aggregate in the Statement of Operations. The pro
ceeds reported should be net of brokerage commissions and
other expenses, such as transfer taxes, directly related to se
curity sales. When proceeds of a sale are not in cash, valu
ation may provide unusual uncertainty which must be dealt
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with on a case-by-case basis. Disclosure of the breakdown of
the proceeds by (a ) securities other than United States gov
ernment and agency obligations, (b ) United States govern
ment and agency obligations, and (c ) affiliates, if any, may
be informative in certain cases and may be made as supple
mentary information5 or the pertinent information may be
included in a note to the financial statements.
2. Cost of securities sold—The aggregate cost of securities sold
should be reported in the Statement. The basis used in deter
mining the cost of securities sold should be disclosed in the
Statement or in a note thereto, and, if a basis other than the
average cost method is used, the difference (if material) in
gain (loss) between that determined on the average cost
method and that on the method actually used should be dis
closed, if practicable.
3. Provision for income taxes—The provision for federal, state,
and local taxes should be reported separately in the State
ment, if material.

Change in Unrealized Appreciation ( D epreciation ) o f Invest
ments. The amounts of unrealized appreciation at the beginning
of the period and at the end of the period and the increase or
decrease in such amounts should be shown in the Statement.
If state and local taxes are expected to be paid in future
periods upon realization of the present unrealized appreciation
of investments and such taxes are considered significant in rela
tion to net assets, or where a company does not qualify as a
regulated investment company under the Internal Revenue Code
(unless it does not expect to pay federal taxes in future periods
as appreciation is realized), provision for such deferred taxes
should be separately reported and deducted from the change
in the unrealized appreciation for the period.
STATEMENT O F C H A N G E S IN NET ASSETS
The Statement of Changes in Net Assets summarizes separately
the changes resulting from investment activities and those from
capital share transactions, in comparative form. Such format
5 Section 30(d )(6) of the 1940 Act.
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presents an overview of the results of operations of each invest
ment activity and related distributions to shareholders and of
the capital share transactions during the periods.

Increase (Decrease) in Undistributed Net Investment Incom e.
The change in the undistributed net investment income is ac
counted for by reporting separately (a ) the net investment in
come shown in the Statement of Operations, (b ) in those cases
where equalization accounting is followed, the undistributed in
vestment income included in the price of capital shares issued
and reacquired, and (c ) the dividends to shareholders. The pershare amount of dividends during the current year should be
disclosed.
Increase ( D ecrease ) in Undistributed Net Realized Gains
( L osses ) from Security Transactions. The change in undistributed
net realized gains (losses) from security transactions is reported
by stating the net realized gain (loss) shown in the Statement
of Operations and the distributions of realized gain to sharehold
ers. In many cases, investment companies follow the practice of
distributing in the succeeding year the security gains realized
in the preceding year; information concerning the amount and
per-share rate of the distribution to be made in the succeeding
year should be disclosed, if known, in a note to the Statement,
as well as the per-share amount of distribution during the current
year.
Increase ( D ecrease ) in Unrealized Appreciation ( D eprecia
tion ) o f Investments. The change in unrealized appreciation
(depreciation) of investments is the same amount as reported
in the Statement of Operations.
Increase ( D ecrease) in Net Assets Derived From Investment
Activities. The net increase ( decrease) from investment activities
represents the net change in undistributed investment income, in
undistributed realized gains from security transactions, and in un
realized appreciation (depreciation) of investments.
Capital Share Transactions. Capital share transactions (exclu
sive of amounts allocated to investment income if equalization
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concept is used) may be reported in the following manner:
(a ) Proceeds from sales of capital shares.
(b) Net asset value of shares issued to shareholders who rein
vest income dividends and capital gain distributions in the
company, either separately or combined.
(c ) Cost of capital shares reacquired.
(d ) Net increase (decrease) arising from capital share trans
actions.
The number of capital shares sold, issued through reinvestments
and reacquired and the net increase or decrease in outstanding
shares for the period should be shown either in the Statement
or in a note to the financial statements.

Other Items. Any other charges or credits to surplus accounts
not reported above should be shown under this caption with
appropriate description.

SUPPLEMENTARY INFORM ATION

Per-Share Data. Per-share data accounting for the changes in
net asset value are supplementary information (although they
may be included in notes to financial statements) and should
be reported for at least a five-year period. The per-share amounts
should be computed on the basis of a share outstanding through
out the period.6 The following categories should be considered
for reporting such per-share data:
(a )

Investment income.

(b )

Expenses (income taxes and interest on borrowed funds
should be reported separately, if material).

(c)

Net investment income.

(d )

Dividends from net investment income.

(e )

Net realized gain (loss) and change in unrealized appre
ciation (depreciation) of securities (combined).

6 The method of computation of per-share amounts is set forth in the
instructions to Item 1.05, Form N-1R.
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( f)

Distribution from net realized gain from security trans
actions.

(g )

Net increase (decrease) in net asset value.

(h )

Net asset value at the beginning and at the end of the
period.

Other information which might be reported for the same fiveyear period includes:
(i)

Ratio of expenses to average net assets for each period.

( j)

Ratio of net investment income to average net assets for
each period.

(k )

Portfolio turnover for each period.

( 1)

Number of shares outstanding at end of each period (gen
erally in thousands).

Significant Portfolio Changes. Investment companies often
give a tabulation of the principal purchases and sales of port
folio securities which have occurred during the period since the
prior report. These tabulations often show the name of the secu
rity, the number of shares purchased or sold, and the remaining
portfolio holdings in each such security. Other companies report
securities which are new to the portfolio and those which have
been eliminated. While such tabulations of portfolio activity
are not at this time required, their presentation in reports to
shareholders is recommended in the production of meaning
ful information for the investor as discussed on page 21.
INTERIM FIN A N C IA L STATEMENTS
While net asset value per share is normally reported daily by
open-end investment companies and weekly by many closedend investment companies, interim financial data are usually
(required for registered companies) issued semiannually (and
often quarterly) by most investment companies to provide cur
rent information on net assets, results of operations, and changes
in net assets. ( See “Stockholder Reporting,” page 12.) Some com
panies issue complete financial statements while others have is
sued only condensed and selected information to highlight signifi
cant financial or operating results.
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Interim financial statements or selected financial information
should be based upon generally accepted accounting principles
and practices which conform to those used in the preparation
of the annual financial statements. Interim statements that pur
port to present net assets, results of operations, and changes in
net assets should include the same disclosures as those presented
in annual reports with the Statement of Changes in Net Assets
showing the latest interim period and the last fiscal year.7 Sup
plementary information should show the latest interim period
and the five preceding fiscal years.
Nevertheless, reporting of condensed financial information at
quarterly dates in less detail than that provided at semiannual
or fiscal year end dates may be appropriate. In such cases the
following data would seem to be most useful to the investor:
1. Schedule of securities owned, with the number of shares or
principal amount and value shown for each investment; other
assets less liabilities; net assets; and per-share net asset value
at the close of the period.
2. Summarization of net investment income (loss) and com
bined realized gain (loss) from security transactions and
change in unrealized appreciation (depreciation) of invest
ments on a fiscal year-to-date basis.
3. Selected per-share data and operating information considered
by management to be the most meaningful to the investor.
Unaudited interim financial data should be marked “un
audited.” Data summarized in condensed form also should be so
labeled. Where the independent accountant is named or iden
tified in unaudited interim reports he should require that a dis
claimer of opinion be included or reference to him be deleted.8

7Rule 30d-1(d )(3 ) of the 1940 Act requires presentation of certain
per-share figures for the current period and for the three complete
fiscal years preceding.
8 Statement on Auditing Standards No. 1, section 516. (New York:
AICPA, 1973.)
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ILLUSTRATIVE FIN A N C IA L STATEMENTS
The figures used in the accompanying financial statements
are illustrative only and are not intended to indicate any rela
tionship among accounts. The sample financial statements have
been prepared to show where and how various items might be
presented, assuming they are material in the particular state
ment. In the usual situation, several items may not be present
and some of those that are might well be combined and pre
sented as a single item.
SAMPLE M AN AGEM EN T INVESTMENT C O M P A N Y
Statement of Assets and Liabilities
December 31, 19X2

Assets:
Investments in securities, at value (identified cost
$15,776,000) (Note 1-A)
$17,153,000
(Note to reader: In addition to a portfolio of invest
ments, there may be presented herein a breakdown of in
vestments by major classifications as considered appro
priate for the company’s holdings and investment ob
jectives )
Temporary investments in short-term securities ( at
cost which approximates market)
Cash (including time deposits, $50,000)
Receivables:
Dividends and interest
Investment securities sold
Capital stock sold
Other assets
Total Assets
Liabilities:
Payables:
Investment securities purchased
Capital stock reacquired
Other
Accrued taxes (Note 1-B)
Dividend payable January 3, 19X3($.04 a share)
Total Liabilities

50,000
199,000
46,000
24,000
54,000
26,000
17,552,000

52,000
8,000
4,000
8,000
168,000
240,000

Net Assets (Equivalent to $4.11 per share based on
4,216,000 shares of capital stock outstanding) ( Note 4) $17,312,000

See Notes to Financial Statements
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SAMPLE M A N AGEM EN T INVESTMENT C O M P A N Y
Portfolio of Investments in Securities
December 31, 19X2

Number of
Shares or
Principal
Amount

Security

Value

Common Stock— 54.07%

(Note to reader: Securities may be arranged in indus
try groupings [showing percentage of total portfolio
invested in each grouping] which the company feels
will best permit the reader to relate the security hold
ings to its investment objectives.)
Consumers’ Durable Goods—12.39% :
Allied Manufacturing Corporation
Etc.
Total
Consumers’ Nondurable Goods—4.37%:
Amalgamated Buggy Whips, Inc. (Note 2)
Etc.
Total
Service Industries—5.39%:
Related Company, Inc.
Etc.
Total

25,000

$ 620,000
2,125,000

10,000

280,000
750,000

10,000

465,000
925,000

Etc.
Total common stocks (cost $9,276,000)

9,275,000

Convertible Securities— 31.48%

American Retailing Inc. 5½ % convertible de
bentures due 19XX (Note 2)
$500,000
Etc.
Total convertible securities (cost $4,000,000)

525,000
5,400,000

U. S. Government Obligations— 8.60%

U. S. Treasury 6% notes due 19XX
Etc.
Total U. S. government obligations
(cost $1,500,000)

$500,000

490,000
1,475,000

Short-Term Notes— 5.85%

Commercial Paper, Inc., due February 3, 19X3
Etc.
Total short-term notes (cost $1,000,000)
Total (cost $15,776,000) (Note 1-A)

$500,000

505,000
1,003,000
$17,153,000

See Notes to Financial Statements
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SAMPLE MANAGEMENT INVESTMENT COMPANY
Statement of Operations
For the year ended December 31, 19X2

Investment Income:
Income:
Dividends
Interest
Total income
Expenses:
Investment advisory fee (Note 6)
Shareholder servicing costs
Custodian fees
State and local taxes, excluding
taxes allocated to realized
gains
Legal and auditing fees (Note 6)
Reports to shareholders
Other
Total expenses
Net investment income
Realized and Unrealized Gain (Loss)
on Investments ( Note 5 ):
Realized gain from security transac
tions (excluding short-term secu
rities ):
Proceeds from sales
Cost of securities sold
Provision for state and local
taxes
Net realized gain
Unrealized appreciation of invest
ments:
Beginning of period
End of period
Decrease in unrealized appre
ciation
Net realized and unrealized
gain (loss) on investments

$ 592,000
109,000
701,000

$

64,000
637,000

$

877,000

40,000
6,000
3,000
3,000
6,000
2,000
4,000

$2,891,000
2,002,000
889,000
12,000

3,988,000
1,377,000

See Notes to Financial Statements
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$

(2,611,000)
($1,734,000)

SAMPLE MANAGEMENT INVESTMENT COMPANY
Statement of Changes in Net Assets
For the years ended December 31, 19X2 and 19X1

19X2

From Investment Activities:
Net investment income
Undistributed investment income includ
ed in price of shares sold and repur
chased
Dividends to shareholders
Increase (decrease) in undistributed
net investment income
Net realized gain from security transactions
Distributions to shareholders (Note 3)
Increase (decrease) in undistributed
net realized gains
Increase (decrease) in unrealized appreci
ation of investments
Increase (decrease) in net assets de
rived from investment activities

$

637,000

19X1
$

575,000

9,000
646,000
645,000

6,000
581,000
568,000

1,000
877,000
1,239,000

13,000
1,239,000
1,060,000

(362,000)

179,000

(2,611,000)

1,229,000

(2,972,000)

1,421,000

1,948,000

1,440,000

1,000,000
2,948,000
456,000

845,000
2,285,000
530,000

2,492,000

1,755,000

From Capital Share Transactions
(exclusive of amounts allocated to investment
income) (Note 4 ):
Net proceeds from sale of shares
Net asset value of shares issued to share
holders in reinvestment of net investment
income and realized gain from security
transactions
Cost of shares repurchased
Increase (decrease) in net assets de
rived from capital share transactions
Net increase (decrease) in net
assets

(480,000)

3,176,000

Net Assets:
Beginning of period
17,792,000
End of period (including undistributed net
investment income of $36,000 and
$35,000 respectively)
$17,312,000

14,616,000

$17,792,000

See Notes to Financial Statements
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SAMPLE MANAGEMENT INVESTMENT COMPANY
Notes to Financial Statements
December 31, 19X2 and 19X1

(Note to reader: The following notes to financial statements
are illustrative only. In some situations, the information con
tained therein may be better presented within the financial
statements; in other situations, information not required by
regulation may not be of sufficient materiality to warrant
disclosure.)
I. Significant Accounting Policies
The Company is registered under the Investment Company Act
of 1940, as amended, as a diversified, open-end management com
pany. The following is a summary of significant accounting policies
consistently followed by the Company in the preparation of its
financial statements. The policies are in conformity with generally
accepted accounting principles.
(A ) Security Valuation. Investments in securities traded on a national
securities exchange are valued at the last reported sales price on the
last business day of the year; securities traded in the over-the-counter
market and listed securities for which no sale was reported on that
date are valued at the mean between the last reported bid and asked
prices; securities representing capital stock of other open-end invest
ment companies are valued at net asset value as reported by such
companies; short-term notes are stated at amortized cost which ap
proximates market value; and investments in affiliated companies and
restricted securities are valued at fair value as determined by the
board of directors.
(B ) Federal Income Taxes. It is the Company’s policy to comply
with the requirements of the Internal Revenue Code applicable to
regulated investment companies and to distribute all of its taxable
income to its shareholders. Therefore, no federal income tax provi
sion is required.
(C) Equalization. The Company follows the accounting practice
known as equalization by which a portion of the proceeds from sales
and costs of repurchases of capital shares equivalent, on a per-share
basis, to the amount of distributable investment income on the date
of the transaction is credited or charged to undistributed income. As
a result, undistributed investment income per share is unaffected by
sales or redemptions of fund shares.
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(D ) O t h e r. A s is common in the industry, security transactions are
accounted for on the date the securities are purchased or sold. Divi
dend income and distribution to shareholders are recorded on the
ex-dividend date.

2. Restricted Securities
Investment in 10,000 shares of Amalgamated Buggy Whips, Inc.
common stock is restricted as to sale and has been valued by the
board of directors at a price which represents 75 percent of cost
after giving due consideration to certain pertinent factors, including
the results of operations of Amalgamated since the date of purchase
in 19X1 and the sales price of recent private placements in its com
mon stock. There is no quoted market in Amalgamated shares.
Investment in $500,000 of American Retailing, Inc. 5 ½ percent con
vertible debentures due 19XX is restricted as to resale and has
been valued by the board of directors by discounting the quoted
market price of the unrestricted common stock into which the deben
tures are convertible; at December 31, 19X2, this discount was 10
percent. This security was acquired in March, 19X2; its cost was 15
percent less than the market price of an equivalent amount of unre
stricted common stock at the date the purchase price was agreed
to and 12 percent less on the date the Company first acquired an
enforceable right to acquire the debentures.
(Note to reader: Generally, information as to the “hand
shake” and “enforceable right” dates may be omitted one
year after acquisition of the securities.)
Where future dispositions of the above restricted securities acquired
in private placements require registration under the Securities Act
of 1933, the Company has the right to include its shares in such
registration without cost to the Company.
(Note to reader: Where a number of restricted security in
vestments are held, a general statement as to the valuation
methods may be given rather than individually as in the
above paragraphs.)

3. Distributions
Realized gains from security transactions are distributed to share
holders in the succeeding year. A distribution of $.21 a share, aggre
gating $886,000, was declared on January 10, 19X3, from net realized
gain from security transactions earned during 19X2. The distribution
was paid on January 20, 19X3, to each shareholder of record on Jan
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uary 10, 19X3. Accumulated undistributed net realized gains at
December 31, 19X2, amounted to $877,000.

4. Capital Stock
At December 31, 19X2, there were 5,000,000 shares of $.50 par
value capital stock authorized, and capital paid in aggregated $15,
022,000. Transactions in capital stock were as follows:

Shares sold
Shares issued to shareholders in reinvestment
of net investment income and realized gain
from security transactions
Shares reacquired
Net increase

19X2

19X1

452,000

329,000

222,000
674,000
104,000
570,000

207,000
536,000
121,000
415,000

5. Purchases and Sales of Securities
Purchases and sales of securities other than United States govern
ment obligations and short-term notes aggregated $4,066,000 and
$1,964,000, respectively. Sales of United States government obligations
aggregated $927,000.
For federal income tax purposes the identified cost of investments
owned at December 31, 19X2, was $14,937,000. Had the average
cost basis been used for financial statement purposes, realized gains
would have been increased and unrealized appreciation decreased
by $10,000.

6. Investment Advisory Fee and
Other Transactions With Affiliates
Investment Adviser received fees of $40,000 in 19X2 for investment
management and advisory services. The fee is based on average daily
net assets at the annual rate of one-half of one percent on the first $20
million and one-quarter of one percent on the excess over $20
million. Investment Adviser also received $10,000 in 19X2 from com
missions earned on sales of Sample Management Investment Com
pany capital stock and $5,000 from brokerage fees on its purchases
and sales of portfolio securities. During 19X2 legal fees of $1,000
were paid to Brown and Smith, counsel for the Company. John F.
Smith, a partner of that firm, is a director of the Company.
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Supplementary Information
Selected data for each share of capital stock outstanding throughout
each year:
Year ended December 31,
19X2 19X1 19X0 19X9 19X8
$.15
$.16 $.16
Investment income
$.17
$.17
.01
.01
.01
.01
Expenses*
.01
Net investment income
.14
.16
.15
.15
.16
Dividends from net investment
income
(.16) (.16) (.15) (.15) (.14)
Net realized gain and increase
(decrease) in unrealized ap
preciation
.62
(.42)
.31
(.43)
.67
Distribution from net realized
gain from security transac
tions
(.34) (.33) (.24) (.23) (.20)
Net increase (decrease) in net
asset value
(.77)
.34
.38
(.65)
.11
Net asset value:
Beginning of period
4.16 4.81
4.70
4.88 4.54
End of period
$4.11 $4.88 $4.54 $4.16 $4.81
Ratio of expenses to average net
assets
.40% .39% .39% .37% .36%
Ratio of net investment income
to average net assets
3.98% 3.83% 3.68% 3.53% 3.38%
Portfolio turnover
15%
14% 16% 13% 15%
Number of shares outstanding at
end of period (in thousands) 4,216 3,646 3,506 3,166 2,996
See Notes to Financial Statements
Note to reader: The above supplementary information may
also be presented as a note to the financial statements; in
either case, it is recommended that at least the current
year be covered by the report of the independent account
ant. In such cases, the information for the other years should
be clearly marked “unaudited.”
* If significant amounts of interest or taxes are included in expenses for
any given year, separate disclosure of per-share amounts should be given
in the table.
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ALTERNATIVE STATEMENT O F NET ASSETS
An acceptable alternative method of presenting the statement of
assets and liabilities and portfolio of investments is to present a
Statement of Net Assets, as is illustrated below. In using this presen
tation, the investment company should be aware of the need for
reporting, in the statement or notes thereto, details of “other assets,
less liabilities” in a manner which properly highlights significant
information for shareholders and other interested parties.

SAMPLE M A N A GEM EN T INVESTMENT C O M P A N Y
Statement of Net Assets
December 31, 19X2

Number of
Shares or
Principal
Amount

Value

Investments in Securities—99.08%
(Note 1-A):

Common Stocks—53.58%
Consumers’ Durable Goods—12.27%:
Allied Manufacturing Corporation
Etc.
Total
Consumers’ Nondurable Goods—4.33%:
Amalgamated Buggy Whips, Inc.
(Note 2)
Etc.
Total
Service Industries—5.34%:
Related Company Inc.
Etc.
Total

25,000

$

620,000
2,125,000

10,000

280,000
750,000

10,000

465,000
925,000

Etc.
Total common stocks (cost
$9,276,000)
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__________
9,275,000

SAMPLE MANAGEMENT INVESTMENT COMPANY
Statement of Net Assets
December 31, 19X2
(continued)

Number of
Shares or
Principal
Amount

Convertible Securities—31.19%:
American Retailing Inc., 5 ½ % deben
tures due 19XX (Note 2)
$500,000
Etc.
Total convertible securities (cost
$4,000,000)
U. S. Government Obligations—8.52%:
U. S. Treasury 6% notes due 19XX
Etc.
Total U. S. Government obligations
(cost $1,500,000)

Value

$ 525,000
__________
5,400,000

$500,000

Short-Term Notes—5.79%:
Commercial Paper, Inc., due JanuaryFebruary 19X3
$500,000
Etc.
Total short-term notes (cost
$1,000,000)
Total investments in securities
(cost $15,776,000)

490,000

1,475,000

505,000

1,003,000
17,153,000

Other Assets, Less Liabilities—0.92%
Net Assets (Equivalent to $4.11 per share
based on 4,216,000 shares of capital
stock outstanding) (Note 4)

159,000

$17,312,000

See Notes to Financial Statements
(Note to Reader: Securities may be arranged in in
dustry groupings which the company feels will best
permit the reader to relate the security holdings to
its investment objectives.)
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Chapter 8

Independent Accountant's Reports
Distinctive wording has been developed for the auditor’s re
port on the examination of financial statements of investment
companies to specifically cover, because of the high relative
importance of investments in securities, the manner in which the
existence of securities has been substantiated (whether by con
firmation or physical examination) and, in certain instances
(see page 3 5 ), where a material portion of the securities are
valued in "good faith,” the extent to which the procedures and
underlying documentation support the directors’ valuations.1
It is also customary (required for registered investment com
panies2) to address the auditor’s report to the shareholders and
to the board of directors of the company.
The following reports are intended to be illustrative of per
tinent items discussed in preceding chapters. They do not pur
port to cover all of the different situations that may arise in
practice. It is essential that appropriate modification be made
to meet the requirements of particular circumstances.
1 Accounting Series Release No. 118.
2 Section 32 (a) of the 1940 Act.
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Reports on Financial Statements

First Example. The following form is appropriate for express
ing an unqualified opinion on the financial statements when the
auditor is able to satisfy himself concerning the values assigned
to investments.
To the Shareholders and Board of Directors
of Sample Management Investment Company:
We have examined the statement of assets and liabilities of Sample
Management Investment Company including the portfolio of invest
ments as of December 31, 19X2, and the related statement of opera
tions for the year then ended, the statement of changes in net assets
for the two years then ended, and supplementary information for the
five years then ended. Our examination was made in accordance with
generally accepted auditing standards, and accordingly included such
tests of the accounting records and such other auditing procedures
as we considered necessary in the circumstances, including confirma
tion of securities owned at December 31, 19X2, by correspondence
with the custodian and brokers.
In our opinion, the aforementioned financial statements present
fairly the net assets of Sample Management Investment Company
at December 31, 19X2, the results of its operations for the year then
ended and the changes in its net assets for the two years then ended,
in conformity with generally accepted accounting principles applied
on a consistent basis. Also, in our opinion, the supplementary informa
tion for the five years ended December 31, 19X2, is fairly stated in
all respects material in relation to the financial statements taken as a
whole.

Independent Auditor
Anytown, USA
January 21, 19X3
Note to reader: It is recommended that at least the most
recent year of supplementary information be covered by
the auditor’s opinion; prior years may be included on an
unaudited basis, especially if prior years were examined
by another auditor. If there is no payable for securities
purchased, reference to “and brokers” at the end of the scope
paragraph would not normally be required. Also, if secu
rities were “verified by actual examination” the opinion
would be appropriately modified. See also second example
for appropriate wording for situations where all confirma
tions from brokers were not received.

Second Example. As more fully discussed on page 48, another
form may be used for expressing an opinion on the financial
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statements in which there is a material portion of the securities
valued “in good faith” by the board of directors and for which
the auditor has examined the documentation supporting such
securities valuation and found nothing to indicate that the val
uation principles are not acceptable or have not been consistently
applied or that the valuation is not reasonably supported by
competent evidential matter.
To the Shareholders and Board of Directors
of Sample Management Investment Company:
We have examined the statement of assets and liabilities of Sample
Management Investment Company including the portfolio of invest
ments as of December 31, 19X2, and the related statement of oper
ations for the year then ended, the statement of changes in net assets
for the two years then ended, and supplementary information for the
five years then ended. Our examination was made in accordance with
generally accepted auditing standards, and accordingly included such
tests of the accounting records and such other auditing procedures
as we considered necessary in the circumstances. Securities owned
at December 31, 19X2, except securities purchased but not received,
were confirmed to us by the custodian (or “counted” if such is the
audit procedure). As to securities purchased but not received, we
requested confirmation from brokers, and, where replies were not
received, we carried out other appropriate auditing procedures.
As discussed more fully in Note 2 to the financial statements, secu
rities amounting to $-------------- (-------% of the net assets) have been
valued at fair value as determined by the board of directors. We
have reviewed the procedures applied by the directors in valuing
such securities and have inspected underlying documentation; while
in the circumstances the procedures appear to be reasonable and
the documentation appropriate, determination of fair values involves
subjective judgment which is not susceptible to substantiation by
auditing procedures.
In our opinion, subject to the possible effect on the financial state
ments of the valuation of securities determined by the board of
directors as described in the preceding paragraph, the aforementioned
financial statements present fairly the net assets of Sample Manage
ment Investment Company at December 31, 19X2, and the results
of its operations, changes in its net assets, and supplementary infor
mation for the respective years then ended, in conformity with gen
erally accepted accounting principles applied on a consistent basis.

Independent Auditor
Anytown, USA
January 21, 19X3
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Third Example. The requirements of the Small Business Ad
ministration as to financial statements of small business invest
ment companies ( S B IC s) call for reporting security investments
at the lower of cost or value, while generally accepted accounting
principles provide that security investments by investment com
panies be carried at value. The independent auditor must follow
the requirement of paragraph 544.02 of AICPA Statement on
Auditing Standards No. 1, which includes the following state
ment which is applicable when financial statements of SBICs
are presented in conformity with regulatory requirements.
. . . material variances from generally accepted accounting prin
ciples, and their effects, should be dealt with in the independent
auditor’s report in the same manner followed for companies
which are not regulated. Ordinarily, this will require either a
qualified or an adverse opinion on such statements.
An independent auditor’s qualified report which might be
used in these instances is illustrated below:
We have examined the. . . . Our examination was made in
accordance with generally accepted auditing standards, and
accordingly included such tests of the accounting records and
such other auditing procedures as we considered necessary in
the circumstances, including confirmation of securities owned at
March 31, 19X2, by correspondence with the custodian.
The Company presents its financial statements in conformity
with accounting practices prescribed by the Small Business Ad
ministration, which provide for presentation of security invest
ments at the lower of cost or value. Generally accepted account
ing principles provide for reporting of investments by investment
companies at value. Had value been used, (make reference to
major items in the financial statements which would be affected)
would have been increased (decreased) by $---------- , as more
fully described in Note —
Also, as more fully discussed in Note — to the financial state
ments, securities which at value amount to $---------- (— % of
the shareholders’ equity, with investments stated at value) have
been valued at fair value as determined by the board of di
rectors. We have reviewed the procedures applied by the di
rectors in valuing such securities and have inspected underlying
documentation; while in the circumstances, the procedures appear
to be reasonable and the documentation appropriate, determina
tion of fair value involves subjective judgment which is not sus
ceptible to substantiation by auditing procedures.
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In our opinion, except for the effects on the accompanying
financial statements of the variance from generally accepted
accounting principles referred to in the second preceding para
graph, and subject to the possible effect on such statements of
the valuation of securities determined by the board of directors
as described in the immediately preceding paragraph, the accom
panying financial statements present fairly. . . .

Independent Auditor
Anytown, USA
June 15, 19X2

Report on Examination of Securities Pursuant
to Rules Under the 1940 A ct
This form of report is used for each examination of securities
mandated under Rules 17f-1 and 2 of the 1940 Act and as de
scribed in Accounting Series Release No. 27.

To the Board of Directors of
Sample Management Investment Company:
We have made an examination of the investment accounts shown
by the books and records of Sample Management Investment Com
pany for the period from the date of our last similar examination on
April 28, 19X2, to August 17, 19X2. Our examination was made in
accordance with generally accepted auditing standards and without
prior notice to the Company.
Securities owned as of the close of business on August 17,
19X2 shown by the books and records examined by us which were
accounted for by count and inspection thereof were located in the
vault of ( name and address), except for securities purchased but not
received, pledged, and out for transfer on that date, as to which
we obtained confirmation from the brokers, pledgees, and transfer
agents, respectively.

Independent Auditor
Anytown, USA
September 23, 19X2
Note to reader: Where the examination is not on a surprise
basis, the phrase “and without prior notice to the Company”
would be deleted.
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Report Covering Specific Items and Review of Accounting
System and System of Internal Accounting Control
Required in Annual Report (Form N-1R) Filed
With the Securities and Exchange Commission
As discussed in Chapter 6, the auditor is required to express
an opinion on numerous answers by the investment companies
in Parts I and II of the Annual Report (Form N-1R) filed with
the Commission, on his review of the accounting system and the
system of internal accounting control, and on any conditions
which he believed to be material weaknesses in the system to
gether with any corrective action taken or proposed. The format
of such report is discussed in the Form itself and, in current prac
tice, should read as follows:
To the Board of Directors of
Sample Management Investment Company:
We have examined the financial statements of Sample Management
Investment Company for the year ended December 31, 19X2, as
listed in the answer to Item 1.39 in Form N-1R and have issued our
opinion thereon dated January 21, 19X3. As a part of our examination,
we reviewed and tested the company’s system of internal accounting
control to the extent we considered necessary to evaluate the system
as required by generally accepted auditing standards and the require
ments of Form N-1R under the Investment Company Act of 1940.
The requirements of Form N-1R contemplate that the scope of
the review and tests should be sufficient to provide reasonable
assurance that any material weakness existing at the date of our
examination would be disclosed. Under these standards and those
requirements the purposes of such evaluation are to establish a
basis for reliance thereon in determining the nature, timing, and
extent of other auditing procedures that are necessary for expressing
an opinion on the financial statements and to provide a basis for
reporting material weaknesses in internal accounting control.
The objective of internal accounting control is to provide reason
able, but not absolute, assurance as to the safeguarding of assets
against loss from unauthorized use or disposition, and the reliability
of financial records for preparing financial statements and maintain
ing accountability for assets. The concept of reasonable assurance
recognizes that the cost of a system of internal accounting control
should not exceed the benefits derived and also recognizes that the
evaluation of these factors necessarily requires estimates and judg
ments by management. However, for the purposes of this report
required by Form N-1R, the cost-benefit relationship has been dis
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regarded in determining material weaknesses to be reported.*
There are inherent limitations that should be recognized in con
sidering the potential effectiveness of any system of internal account
ing control. In the performance of most control procedures, errors
can result from misunderstanding of instructions, mistakes of judg
ment, carelessness, or other personal factors. Control procedures
whose effectiveness depends upon segregation of duties can be cir
cumvented by collusion. Similarly, control procedures can be cir
cumvented intentionally by management with respect either to the
execution and recording of transactions or with respect to the estimates
and judgments required in the preparation of financial statements.
Further, projection of any evaluation of internal accounting control
to future periods is subject to the risk that the procedures may be
come inadequate because of changes in conditions, and that the de
gree of compliance with the procedures may deteriorate.
Our study and evaluation of the company’s system of internal
accounting control for the year ended December 31, 19X2, which
was made for the purposes set forth in the first paragraph above,
would not necessarily disclose all weaknesses in the system which
may have existed during the period under review. However, such
study and evaluation disclosed certain ("no” if no weaknesses are
disclosed) conditions that we believe to be material weaknesses.
Such weaknesses, with an indication of any corrective action taken
or proposed were as follows:
(a detailed description would be inserted)
We have also examined the answers to the items enumerated be
low which are included in the report of Sample Management Invest
ment Company filed with the Securities and Exchange Commission
on Form N-1R for the fiscal year ended December 31, 19X2; in
connection therewith, we have applied such supplemental tests and
other auditing procedures as we considered necessary in the cir
cumstances.
In our opinion, the answers set forth in the following items present
fairly the information they purport to show:
Items 1.03; etc.
The answers set forth in the following items are in accordance
with the minutes of Sample Management Investment Company ex
amined by us:
*This sentence makes it clear that the independent accountant is not per
mitted, in reporting on internal accounting control under the requirements
of Form N-1R, to use the option indicated in paragraph 640.13 of AICPA
Statement on Auditing Standards No. 1 which states in part: "In some
cases the auditor may conclude that for certain weaknesses corrective
action by management is not practicable in the circumstances and he
may decide to exclude such weaknesses from his report.”
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Items 1.19; etc.
The procedures which we applied were not of sufficient scope to
enable us to express an opinion, and we do not express an opinion
as to the answers to the following items:
Items 1.13; etc.
However, in connection with our examination, nothing came to our
attention which causes us to believe that the accompanying answers
to such items do not fairly set forth the information they purport to
show.
We consent to the use of this opinion in connection with the filing
of the report of Sample Management Investment Company with the
Securities and Exchange Commission on Form N-1R.

Independent Auditor
Anytown, USA
April 21, 19X3

Implementation
Accounting changes resulting from application of the recom
mendation in this guide should be recognized in the auditors re
port in accordance with sections 546.01-.02 of Statement on
Auditing Standards No. 1.

115

A P P E N D IX A

PRO FO RM A CO M PUTATIO N O F ADJUSTMENT FOR THE
R EO RG A N IZA TIO N O F A B C FUND, INC.
INTO X YZ FUND, INC.
As of June 30, 19XX
Unaudited

1. Tax cost of investments
2. Net unrealized appreci
ation ( depreciation) of
investment
3. Value of investments
4. Cash and other assets,
less liabilities
5. Net assets at value
6. Net investment income
and net realized gains to
be distributed prior to
reorganization

(A)
ABC
Fund, Inc.

(B )
XYZ
Fund, Inc.

Total

$15,000,000

$ 7,600,000

$22,600,000

92,000

(1,300,000)

(1,208,000)

13,700,000

7,692,000

21,392,000

2,000,000

4,000,000

6,000,000

15,700,000

11,692,000

27,392,000

150,000

150,000

7. Net assets after distribu
tion
$15,550,000
8. Percentage of combined
assets

(C)

$11,692,000

$27,242,000

42.92%

100.00%

57.08%

9. Net realized gain (loss)
to be carried forward
$ (420,000) $

150,000

10. Share of combined net
realized
gain
(loss)
(57.08% and 42.92%,
respectively, of Line 9C)

(154,116)

(115,884)

11. Favorable ( unfavorable)
change in interest in net
realized capital gain or
loss (Line 9 vs. Line 10)

(265,884)

265,884

$ (270,000)

$

26,588

( Line 11 x 10%)
12. Unrealized appreciation
(depreciation) to be car
ried forward (Line 2)
$(1,300,000) $

92,000
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PRO FO RM A COM PUTATIO N O F ADJUSTMENT FOR THE
R EO RG A N IZA TIO N O F A B C FUND, INC.
INTO X YZ FUND, IN C.
As of June 30, 19XX
Unaudited

(A)
ABC
Fund, Inc.
13. Share of combined net
unrealized appreciation
( depreciation) (57.08%
and 42.92%, respectively,
of Line 2C)

(C )

(B )
XYZ
Fund, Inc.

(689,526)

Total

(518,474)

14. Favorable (unfavorable)
change in interest in net
unrealized appreciation
or depreciation (Line 12
vs. Line 13)
$ (610,474) $

39,680

610,474

(Line 14 x 6 ½ %)
15. Upward (downward) ad
justment (Line 11C plus
Line 14C)

$

16. Net assets after distribu
tion (Line 7)
$15,550,000

$11,692,000

66,268

$27,242,000

17. Upward (downward) ad
justment (Line 15)
66,268
(66,268)
-0 18. Net assets after adjust
ment
$15,616,268 $11,625,732 $27,242,000
19. Total shares outstanding
6/30/XX
3,014,000
1,265,000
Per-share amounts:
20. Net asset value (Line 5
divided by Line 19)

$5.21

$9.24

21. Distribution (Line 6 di
vided by Line 19)

(.05)

_

22. Net asset value after dis
tribution (Line 7 or 16
divided by Line 19)

5.16

9.24

23. Adjustment (Line 17 di
vided by Line 19)

.02

118

(.05)

PRO FO RM A CO M PU TATIO N O F ADJUSTM ENT FO R THE
R EO R G A N IZ A TIO N O F A B C FUND, INC.
INTO X Y Z FUND, IN C.
As of June 30, 19XX
Unaudited

(A)
ABC
Fund, Inc.
24. Net asset value after ad
justment (Line 18 di
vided by Line 19)

(B )
XYZ
Fund, Inc.

$5.18

(C )
Total

$9.19

25. XYZ shares to be issued
for each ABC share
( Line 24A divided by
Line 24B)

.5638

26. Total XYZ shares to be
issued for ABC shares
( Line 18A divided by
Line 24B)

1,699,267

Pro forma amounts:
Net assets
$15,616,268
Shares outstanding
1,699,267
Net asset value per share
$9.19

$11,625,732 $27,242,000
1,265,000
2,964,267
$9.19
$9.19

NOTE A
(a) Available net realized
capital gain (loss) (Line
$ (420,000) $
9)
(b) Pro forma shares out
standing after exchange
(c) Realized
per share

gain

1,699,267

150,000 $ (270,000)
1,265,000

2,964,267

(loss)
$

(.25) $

.12

NOTE B
(a) Unrealized appreciation
(depreciation) (Line 2) $(1,300,000) $

92,000

(b) Unrealized appreciation
(depreciation) per share
(B(a) divided by A(b)) $

(.77) $

$

(.09)

$(1,208,000)

.07 $

(.41)
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PRO FO RM A CO M PU TATIO N O F ADJUSTM ENT FO R THE
R EO R G A N IZ A TIO N O F A B C FUND, IN C.
INTO X Y Z FUND, IN C.
As of June 30, 19XX
Unaudited

Notes to reader:
1. The purpose of adjusting the terms of an exchange (to reflect
not only book net assets but, as in the above example, an estimate
of the effect, on individual shareholders of each company, of un
booked contingent tax assets or liabilities relating to undistributed
realized capital gains or losses and unrealized appreciation or depre
ciation of securities) is to give fair treatment to shareholders whose
companies are undergoing a major change in their structure. The
adjustment should, therefore, result in all shareholders having an
equal per-share interest at the beginning of the combined operations,
and a per-share amount which reflects the book net assets contrib
uted as well as the contingent tax asset or liability assumed. The ad
justment is reflected, not by adjusting the recorded aggregate net assets
being contributed by both groups of shareholders, but solely by ad
justing the number of shares to be issued, in order to produce iden
tical per-share net asset values for each constituent and the pro forma
combined company.
As shown in the above example, the shares outstanding immediately
after the merger have a net asset value of $9.19, based on the aggre
gate net assets contributed by the two funds; aggregate net assets,
that is, as carried on the books of the constituent funds prior to the
merger. The “adjusted” net assets ascribed to each constituent group
of shareholders also have net asset values per share of $9.19.
As indicated all shareholders should have the same net asset values
per share before and after a business combination. Such equality is
obtained without intangible asset/liability accounting only by adjust
ing both companies’ net assets (solely to determine the number of
shares to be issued in the merger) to reflect:
(a) What one company is receiving in the form of contingent
assets or being relieved of in the form of contingent liabilities,

and
(b) What the other company gives up in the form of contingent
assets or assumes in the form of contingent liabilities.
2. Section 383 of the Internal Revenue Code reduces the capital
loss carryover of the acquired company when it owns less than 20
percent of the outstanding stock of the acquiring company as meas
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ured immediately after the acquisition. The percentage of carryover
allowed is five times the percentage of the combined assets after
adjustment. Appropriate adjustment to Line 9 would have to be made
in such cases.
3. Often ABC will be a private investment company. In such in
stances, the percentage on Line 14 will be 10 percent, and in most
cases no adjustment will be made in favor of the private investment
company.
4. The percentages on Lines 11 and 14 are somewhat arbitrary and
are subject to change from time to time.
5. While the above example illustrates the way in which an ad
justment might be made for tax inequalities between groups of share
holders, other adjustments, such as for extraordinary expenses of a
merger, may also be appropriate in certain circumstances.
6. If securities of either company are to be sold immediately after
the merger, adjustment should be made to the realized and unrealized
gain or loss (Lines 9 and 12) on which the adjustment for reorgani
zation is based.
7. The above pro forma example is adjusted to reflect actual
figures at the date of merger; Lines 6 and 7 will disappear at that time.
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A P P E N D IX B

INTERNAL REVENUE C O D E W O R K SHEETS
I.

Code Section 851 requirements:

Assets (Quarterly computation):
A.

Cash, receivables, securities, and
total other assets

B-1 Cash, receivables, government
securities, and securities of
other regulated investment
companies
B-2 Other securities not including
either ( a ) securities of any one
issuer having a value in
excess of 5 percent of Line ( A)
or (b) securities representing
more than 10 percent of the
outstanding voting securities of
any one issuer
B-3 (B-1 plus B-2)
C.

25 percent of Line A
Line B-3 must be at least 50 percent of Line A
No one issue other than government securities or securities
of other regulated investment companies can exceed
Line C.

Income (For the taxable year to date*):
Net gain on securities sold ( tax basis)
Add back capital losses on sales of securities
Interest and dividends from investments
Other income

$

*This computation should be done by the company monthly so that
failure to meet the requirements can be determined and corrected
on a current basis.
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D.

Total

$

E.

10 percent of Line D

$

F.

30 percent of Line D

$

Other income (income other than dividends, interest and
gains on securities) cannot exceed Line E.
Gains on securities held less than three months must be
less than Line F.
II.

Eligibility of company’s ordinary income dividends for the $100
dividend exclusion and 85 percent dividends-received deduction:
(Year end only)
1. Gross income (ordinary income)

$

2. 75 percent of Line 1

$

3. Dividends from domestic corporations

$

If Line 3 is less than Line 2, the company must advise
shareholders of the applicable portion of ordinary divi
dends eligible for the $100 exclusion and 85 percent div
idends-received deduction.
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A P P E N D IX C

W O R K SHEET FO R DIVERSIFIED
M AN A GEM EN T INVESTMENT CO M PAN IES

A.

Definitions and requirements (references are to the 1940 Act and
Rules thereunder):
1. "Diversified company”—a management investment company
is diversified if at least 75 percent of the value of the com
pany’s total assets is represented by—
(a) Cash and cash items (including receivables),
(b) United States government securities,
(c) Securities of other investment companies, and
(d) Other securities limited in respect to any one issuer to
not more than 5 percent of the value of the company’s
total assets and to not more than 10 percent of the out
standing voting securities of such issuer (Section 5 (b )).
A company does not lose its diversified classification where the
percentage requirements are not met because of postacquisi
tion changes in security prices (Section 5 (c )).
The portfolio requirements apply only to 75 percent of the
value of the company’s total assets. The remaining 25 percent
need not be diversified and may be invested in the securities
of a single issuer.
2. “Value,” as used in Section 5—
(a) With respect to securities owned at the end of the last
preceding fiscal quarter, is the market value at the end
of such quarter.
(b) With respect to securities and other assets acquired after
the end of the last preceding fiscal quarter, is the cost
thereof (Section 2 ( a ) (41)).
3. “Total assets,” as used in Section 5 shall mean the gross
assets of the company with respect to which the computa
tion is made, taken as of the end of the fiscal quarter of the
company last preceding the date of computation ( Rule 5b-1 ).
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B.

Determine those portfolio securities which exceed 5 percent of
the “value” of “total assets” at the end of each fiscal quarter.

Quarter
1st

2nd

4th

3rd

1. Total assets

$

$

$

$

2. 5 percent of
total assets

$

$

$

$

3. Portfolio securities at value in excess of Line 2 above:

Security

1st
$

C.

Quarter-end value
2nd
3rd
$
$
$

4th

If there was any purchase of the securities named in Line 3
above, during the quarter under review, it must be determined
if that acquisition caused an investment of more than 5 percent
of the company’s total assets as follows:
Determination of total assets at acquisition date:
1. Total assets at quarter-end prior to acquisition date.
Determination of value and percent of total assets of security
acquired:
2.
3.
4.
5.
6.

D.

Value of security at prior quarter-end.
Add—Purchases of security at cost including latest acquisition.
Deduct—Sales of security at prior quarter-end value.
Value of security acquired (Line 2 plus Line 3 less Line 4).
Percent of value of security acquired to total assets (Line 5
divided by Line 1).

Determination of issuers in which more than 10 percent of out
standing voting securities is owned:
1. By reference to current published material or other sources,
determine if the company owns more than 10 percent of any
issuer’s outstanding voting securities; include conversion of
securities convertible into voting securities.
2. Determine the percentage of value of company total assets
invested in such issuers at each quarter-end.

E.

For each security acquired which exceeds 5 percent as computed
in Line 6 or in which the company has invested in more than
10 percent of the issuer’s outstanding voting securities as com
puted in D.2. above, total the percentages. If the sum is 25 per
cent or less, the company meets the requirements of a diversified
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company under Section 5(b ) of the 1940 Act. Of course, should
the total be more than 25 percent at any time, no further invest
ments may be made in the securities making up the 25 percent,
nor in other issues if such investment would amount to more
than 5 percent of the value of the total assets or more than 10
percent of the outstanding voting securities of the issuer.
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A P P E N D IX D

UNIT INVESTMENT TRUSTS
Unit investment trusts, whose entire assets consist of securities
issued by a management investment company, are noticeably different
both in concept and in statement presentation from those unit invest
ment trusts whose assets are composed of a number of portfolio
securities. The former are the so-called “top trusts” or, as better known
in the industry, “contractual plans.”
The form and content of financial statements of unit investment
trusts are prescribed by Article 6A of Regulation S-X and the account
ing and auditing generally follow that described in this guide for
other investment companies.

Organization
A contractual plan is usually formed by a sponsor corporation
as a method of selling mutual fund shares. The sponsor acts for the
investors in establishing the custodian agreement, arranging for a
group creditor life insurance policy if insured plans are offered,
selling the plans, and attending to the preparation of the prospectus,
annual reports to the Securities and Exchange Commission and so
forth. The second party to the plan is the investor, who agrees to
make either a lump sum payment (a single payment plan) or a series
of monthly payments over a specified period (a periodic payment
plan). The third party to the plan is the custodian who receives the
planholder’s payment, holds the assets of the trust, and may also act
as servicing agent if such is called for under the agreement. As such,
he would process planholder payments, maintain the planholder
accounts and attend to many related services such as crediting divi
dends and distributions, processing partial and full liquidations, de
ducting and paying insurance premiums for those accounts so electing,
etc.
Financial Statements
Financial statements for a contractual plan present the accounting
data for the entire plan, which is, in effect, the accumulated historical
data for all the separate plan accounts. They usually include the fol
lowing statements:12
1. Statement of condition.
2. Statement of source of net assets (or plans outstanding or planholders’ equity) by series of plans issued.
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3. Statements of income and expense (or distributions received and
disposition thereof).
4. Statement of changes in net assets (or shares held by custodian).
In addition, although not required, a statement of receipts and
disbursements of funds is often presented.
Where information is portrayed for series of plans issued, it is
usually presented for single-payment plans, monthly payment plans
with insurance, and monthly payment plans without insurance. It is
preferable, however, to present only single-payment and monthly
payment plans as separate series, since the insurance feature is only
an option available to a monthly payment planholder. It is usual
to find insured plans becoming uninsured plans by request or default
(sometimes with subsequent reinstatement of insurance) so that sep
arate reporting of these plans as different series is not meaningful.
There is also presented, for a three-year period, usually in a
note, the gain or loss realized by planholders on liquidation of their
plans.
These financial statements are presented in the plan prospectus and
annual report to the Commission on Form N-30A-2. They are not
usually sent to existing planholders who receive instead the annual
and semiannual reports of the mutual funds whose shares they are
accumulating.1

Audit Considerations
The auditor should be thoroughly familiar with the method of
record keeping employed by the custodian and sponsor. Detailed
“inception to date” historical information must be accumulated for
each plan account. Where control of historical cost data is not ac
complished by the custodian’s computer system, burdensome manual
methods must be employed.
Customary auditing procedures are carried out with respect to
examination of internal control, custodian cash accounts, share bal
ances, and audit of transactions.

1 Rule 30d-2 of the 1940 Act.
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A P P E N D IX E

VENTURE C A P ITA L AN D SM ALL
BUSINESS INVESTMENT CO M PA N IES
Venture capital companies, including most SBICs, are different in
method of operation from other types of investment companies. The
usual open-end or closed-end company is a passive investor, while
the venture capital company is more actively involved with its in
vestees. In addition to providing funds, whether in the form of loans
or equity, the venture capital company often provides technical and
management assistance, as needed and requested, to its investees.
By the very nature of the investments, usually in securities with
no public market, the portfolio of a venture capital company may
be illiquid, and when gains on the investments are realized, it is
often over a relatively long holding period. As mentioned in Chapter
2, the nature of the investments requires valuation procedures which
differ markedly from those employed by the typical investment com
pany with which this guide deals primarily.
Venture capital companies may incur liabilities not generally found
in other investment companies. Leverage opportunities available to
the owners of these companies are not available to open-end com
panies and are not often found in closed-end companies. SBICs, by
statute, may borrow from the Small Business Administration (SBA),
often at advantageous rates, up to two or three times their paid-in
capital. (Although a $150,000 minimum capital is required for SBICs,
the usual level is $300,000 to $500,000, and where there is adequate
capital, loans up to $20,000,000 may be obtained.)
Also, many venture capital companies, including most SBICs, are
privately owned or closely-held, are not regulated under the Invest
ment Company Act of 1940, and do not have as great a concern with
reporting to public shareholders.
While all of these companies must prepare their financial state
ments in accordance with generally accepted accounting principles
and are subject to audit as are other investment companies, the
statement presentation of some companies may need to be tailored
to present the information in the most meaningful manner to their
particular group of investors. For instance, where debt is a significant
item, a balance sheet might be more appropriate than a statement of
net assets. Also, different regulatory procedures may apply. Publiclyowned SBICs are subject to the provision of Article 5 of Regulation
S-X, while other publicly owned venture capital companies are sub
ject to Article 6.
The unique features (primarily the existence of significant debt)
of an SBIC often make it desirable that their financial statements
be presented in a conventional balance sheet format. SBICs are reg
ulated by the SBA and accordingly are required to comply with
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Part 107 of the SBA rules and regulations. In addition, a series of
Policy and Procedure Releases deals with specific aspects of SBA
regulation. Release 2012 will constitute an Audit and Examination
Guide for Small Business Investment Companies, which will govern
the specific audit procedures and reporting requirements (e.g., on Form
468) the SBA wishes to have completed. Release 2014 will contain
the System of Account Classification and Release 2006 deals with
guidance to SBICs as to proper techniques and standards to be fol
lowed in valuing their portfolios. The auditor of an SBIC should be
familiar with these publications.
Also, there exists at this time a variation in format for reporting
results of operations of SBICs from that set forth for other invest
ment companies in this guide. The auditor should maintain current
knowledge of changes in SBA regulation in this area of reporting.
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A P P E N D IX F

ILLUSTRATION* O F REPORT PRESENTATION FO R A
M ERGER A C C O U N T E D FO R A S A PU R C H A SE FO R
FIN A N C IA L REPORTING PURPOSES AND TREATED A S A
N O N TAXABLE E X C H A N G E FO R TA X PURPOSES
Statement of Changes in Net Assets

19X2
From Investment Activities
$
Net investment income
Undistributed investment income in
cluded in price of shares issued
and repurchased
Dividends to shareholders
Increase in undistributed net in
vestment income
Net realized gains from security trans
actions
Distributions to shareholders (includ
ing $75,000 in 19X2 of additional
taxable security gains arising from
sale of investments acquired in
nontaxable mergers) (Note 3)
Increase (decrease) in undistrib
uted security gains
Increase (decrease) in unrealized
appreciation of investments
Increase (decrease) in net assets
derived from investment activ
ities
From Capital Share Transactions (exclu
sive of amounts allocated to invest
ment income) (Note 4):
Net proceeds from sale of shares

637,000

19X1
$

575,000

9,000
646,000
645,000

6,000
581,000
568,000

1,000

13,000

877,000

1,239,000

1,314,000

1,060,000

(437,000)

179,000

(2,611,000)

1,229,000

(3,047,000)

1,421,000

1,948,000

1,440,000

* This illustration is identical to the Statement of Changes in Net Assets
illustrated in Chapter 7 except for the items relating to the mergers in
19X1 and resulting transactions in 19X2.
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19X2
Net asset value of shares issued to
shareholders in distribution of net in
vestment income and realized gain
from security transactions
Fair value (net asset value) of shares
issued in exchange for assets (invest
ments) acquired in mergers (includ
ing $325,000 of unrealized appreci
ation on investments at date of ac
quisition )
Cost of shares repurchased
Increase in net assets derived from
capital share transactions
Net increase ( decrease) in net
assets
Net Assets
Beginning of period
End of period (including undistributed
net investment income of $36,000 in
19X2 and $35,000 in 19X1)

19X1

1 ,000,000

845,000

2,948,000

1 ,000,000
3,285,000

456,000

530,000

2,492,000

2,755,000

(555,000)

4,176,000

18,792,000

14,616,000

$18,237,000

$18,792,000

Notes to Financial Statements
3. Distributions
Realized gains from security transactions are distributed to share
holders in the succeeding year. At December 31, 19X2 undistributed
realized security gains amounted to $927,000 of which $50,000 was
realized from investments acquired in nontaxable mergers.
A distribution of 22¢ a share aggregating $936,000 was declared
on January 10, 19X3 payable January 20, 19X3, which distribution
included the $50,000 mentioned above.
4. Capital Stock
At December 3 1 , 19X2, there were 5,000,000 shares of $.50 par value
capital stock authorized, and paid-in capital aggregated $15,947,000.
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Included in paid-in capital $200,000 which represents the remaining
amount of unrealized appreciation acquired in nontaxable mergers
(originally $325,000).
Transactions in capital stock were as follows:

Shares sold
Shares issued to shareholders in reinvest
ment of net investment income and realized gain from security transactions
Shares issued in exchange for assets (investments) acquired in merger
Shares reacquired
Net increase

19X2

19X1

452,000

329,000

222,000

207,000

—
674,000
104,000
570,000

250,000
786,000
121,000
665,000

Supplementary Information
For the years ended December 31
19X2 19X1 19X0 19X9 19X8
$.17
Investment income
Etc.
Distribution from net realized gain
from security transactions
(.36)*

$.17

$.17

$.16

$.15

(.33)

(.24)

(.23)

(.20)

* Distribution from security gains includes $.02 in 19X2 of additional se
curity gains arising from sale of investments acquired in nontaxable
mergers.
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A P P E N D IX G

ILLUSTRATIVE
REPRESENTATION LETTER

January 21, 19X3
Accounting Firm
Gentlemen:
We are writing at your request to confirm our understanding that
the examination which you have made was directed to the expression
of an opinion on the financial statements of Sample Management
Investment Company for the year ended December 31, 19X2, and that
auditing procedures, including tests of our accounting records, were
limited to those which you considered necessary in the circumstances
on the basis of generally accepted auditing standards.
Also at your request, to supplement information obtained by you
from the books and records of the Company and from other sources,
we advise you that, to the best of our knowledge and belief, the
Company at December 31, 19X2, had—
(1) Portfolio securities in the aggregate amount of $-----------------which are stated at value as determined in accordance with the val
uation method set forth in the current prospectus. All portfolio secu
rities are marketable and no restricted securities are held. (State
exceptions, if any. See following paragraph.) The cost of portfolio
securities of $-------------- was determined on the basis of ( “identi
fied cost,” “FIFO,” “LIFO,” or other basis) consistent with the prior
year. All Company investments during (period of examination) were
made in accordance with the investment policies stated in the cur
rent prospectus.
(2) Restricted securities in the amount of $------------------ (— per
cent of net assets) which are stated at fair value as determined in
good faith by the board of directors. (Describe methods used.)
(3) No assets pledged or assigned as security for liabilities, per
formance of contracts, etc., except as disclosed in the financial state
ments or notes thereto.
(4) No material unrecorded assets or contingent assets (such as
claims relating to buy-ins, unfulfilled contracts, etc., whose value
depends on fulfillment of conditions regarded as uncertain).
(5) No material unrecorded liabilities or undisclosed contingent
liabilities (endorsements or guarantees, lawsuits, additional taxes for
prior years, repurchase agreements, etc.).
(6) Complied with the provisions of the Investment Company Act
of 1940 and the rules and regulations thereunder, complied with the
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provisions of its prospectus and the requirements of the various “Blue
Sky” laws under which the Company operates, and qualified as a
regulated investment company pursuant to Subchapter M of the In
ternal Revenue Code. The daily net asset value has been properly
computed throughout the year in accordance with Rule 2a-4 of the
Investment Company Act of 1940 and correctly applied in the com
putation of daily capital stock sales and redemption transactions.
(7) Not made any commitments during the year as underwriter
in foreign currencies and/or spot (cash) commodity contracts.
(8) Not engaged in any transactions made on margin, in joint
trading, or selling short.
Furthermore—
(9) The Company intends to continue its qualification as a reg
ulated investment company.
(10) The Company, except to the extent indicated in its financial
statements, does not own any securities of persons who are
directly affiliated. (Affiliated person being (a) any person directly
or indirectly owning, controlling, or holding with power to vote, five
per centum or more of whose outstanding voting securities are
directly or indirectly owned, controlled, or held with power to vote,
by such other person; (b ) any person directly or indirectly con
trolling, controlled by, or under common control with, such other
person; (c) any officer, director, partner, copartner, or employee of
such other person; (d) if such other person is an investment com
pany, any investment adviser thereof or any member of an advisory
board thereof; and (e) if such other person is an unincorporated in
vestment company not having a board of directors, the depositor
thereof.)
(11) The Company has not received income from (or realized gain
or loss on sales of investments in or indebtedness of) such affiliated
persons.
(12) The Company has not incurred expenses for management
or other service fees payable to such affiliated persons and has not
otherwise engaged in transactions with such affiliated persons, except
with -------------------------------------------------- , its investment manager
and underwriter.
Further, we advise you that, to the best of our knowledge and
belief, all accounting and financial records and related data of the
Company, including all corporate minutes through January -------,
19X3, have been made available to you, and as far as we know none
of them were withheld from you. The Company has not entered
into any agreements not in the ordinary course of business, nor have
any other matters or occurrences come to our attention up to the
present time which would materially affect the financial statements
for the (period of examination) (except—refer to matters or occur
rences of which the client is aware). In addition, we know of no
event since December 31, 19X2, which, although not affecting such
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financial statements, has caused or is likely to cause any material
change, adverse or otherwise, in the net asset value, financial position,
or the results of operations of the Company.
Very truly yours,
Sample Management Investment Company
Chief Executive Officer
Chief Financial Officer
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Glossary
Accounting Series Release. Opinions issued periodically by the Se
curities and Exchange Commission for the purpose of contributing
to the development of uniform accounting standards and practices
and to define the Commission’s position on such other areas as
auditing, independence, etc.
Accrued interest. Interest accrued on a debt instrument, such as a
bond since the last interest payment was made. A purchaser of
a bond pays the market price plus accrued interest. Exceptions
include bonds which are in default (flat bonds) and income bonds
(which do not pay interest unless earned and declared).
Accumulation plan. An investment plan under which an investor
may make regular purchases of investment company shares in
specified minimum amounts. Reinvestment of dividends and dis
tributions is usually made automatically. Sometimes called “Sys
tematic Plan.” See Contractual plan.
Adviser. See Investment adviser.
Advisory and service fee (contract).
(contract).

See Investment advisory fee

Affiliated company (as defined by the 1940 Act). A company in
which there is any direct or indirect ownership of five per cent or
more of the outstanding voting securities. See Controlled affili
ates. See also Regulation S-X.
Asked price.
security.

A potential seller’s lowest acceptable price for a

Balanced fund. An investment company which emphasizes both
growth and income by investing in both equity and fixed income
securities.
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Bid price. A potential buyer s highest acceptable price for a security.
Blue Sky laws. The popular name for state statutes regulating the
offering or sale of corporate securities, bonds, investment contracts
and stocks.
Bond. An interest-bearing certificate of indebtedness.
Bond discount. The difference between the face amount of a bond
and the lower price paid by the buyer.
Bond fund. An investment company whose security holdings are
invested principally in bonds.
Book shares. Mutual fund share ownership evidenced by confir
mation from transfer agent (registrar) rather than by physical
stock certificates.
Break point. The level of quantity purchased at which a lower
sales charge takes effect.
Broker. An agent, often a member of a stock exchange firm or an
exchange member himself, who executes orders to buy or sell
securities or commodities, for which a commission is charged.
Bunching. The grouping together of transactions in the same se
curity for several investment clients of the same investment adviser
in order to obtain the benefit of lower commission charges.
Call option. A contract which entitles the holder to buy (call)
entirely at his option, a specified number of shares of a particular
stock at a specified price at any time until the stated expiration
date of the contract. Such an option (which is always for a round
lot amount and which is transferable) is bought in the expectation
of a price rise above the contract price. If the price rise occurs,
the purchaser will exercise the option. If the rise does not occur,
the purchaser will let the option expire and will lose only the cost
of the option. During the existence of the option, the exercise price
and number of shares is adjusted on the ex-date for cash dividends
rights and stock dividends or splits.
Capital gain or loss. Profit or loss realized from the sale of capital
assets, such as portfolio securities, as defined in the Internal Rev
enue Code.
Capital gain distribution. A distribution of realized capital gains
made to its shareholders by a regulated investment company.
Churning. The process of unnecessary purchases and sales of port
folio securities for the purpose of generating commissions.
Closed-end fund. An investment company having a fixed number
of shares outstanding which it does not stand ready to redeem. Its
shares are traded similarly to those of other public corporations.
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Closed-up fund. An open-end investment company which has dis
continued offering its shares for sale to the general public, but still
stands ready to redeem its outstanding shares.
Collective (Common) trust fund. A collective investment fund or
ganized and administered by a bank or trust company for the bene
fit of its own trust account customers.
Common stock. The class of capital stock of
ally having voting rights and which, after
preferred classes have been met, participates
the liabilities and other priority claims have
ultimate distribution of corporate assets.

a corporation gener
the requirements of
in dividends or, after
been satisfied, in the

Contractual plan. A type of accumulation plan under which the
total of the intended investment is specified with provisions for
periodic payments over a stated period. A substantial portion of
the sales charge applicable to the total investment is usually de
ducted from early payments and, because of this method of deduct
ing charges, the plans are sometimes called “front-end load” plans.
Control. The power to exercise a controlling influence over the
management or policies of a company, unless such power is solely
the result of an official position with such company.
Controlled affiliate ( as defined by the 1940 Act). Direct or indirect
ownership of more than twenty-five percent of the outstanding
voting securities of a company is presumed to be control; however,
such control can be disclaimed. See Affiliated company.
Convertible securities. A bond or a preferred stock that may be
exchanged by the owner for common stock or other security of
the issuing corporation.
Custodian. A bank or trust company (or, less frequently, a member
of a national securities exchange) which is held responsible for the
receipt, delivery, and safekeeping of an investment company’s cash
and securities.
Dealer. A person or firm acting as a principal rather than as an
agent in the purchase and sale of securities. Mutual fund shares are
usually sold through dealers.
Depositor. A person primarily responsible for the organization of
an unincorporated investment trust (usually a unit investment
trust) and who has continuing responsibilities with respect to
administration of the affairs of the trust, other than the trustee or
custodian. See also General Instructions to Form N-1R.
Designated capital gains. Realized capital gains which are retained
by the investment company. The federal income tax thereon is paid
by the company, for the account of the shareholders of record on
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the last day of the year; the shareholders report the income and
take credit for the tax on their own returns.
Distribution. Payment made from realized capital gains. See Capital
gain distribution.
Distributor. Usually the principal underwriter who performs the
selling function for the mutual fund by acting as an agent (inter
mediary between fund and independent dealer or public) or acting
as a principal buying capital shares from the fund at net asset
value and selling shares through dealers or to the public.
Diversification. Investment in more than one security issue for the
purpose of spreading and reducing the risks inherent in investment.
Diversified investment company. A management investment com
pany having at least seventy-five percent of its total assets in cash
and cash items (including receivables), government securities,
securities of other investment companies, and other securities lim
ited to not more than five percent of its total assets in any one
issuer and to not more than ten percent of the voting securities of
any one issuer ( Section 5 of the 1940 Act).
Dividend.
come.

Payment made to shareholders from net investment in

Dual-purpose fund. Closed-end investment company with two
classes of shares—income shares for those interested in income and
capital shares for those interested in capital growth.
EDP.

Abbreviation for electronic data processing.

Equalization. See Income equalization.
Equity securities. Term applied to common stocks or to debentures
or to preferred stock convertible into common stocks.
Exempt securities. Securities exempted from registration under the
Securities Act of 1933 or the Securities Exchange Act of 1934, other
wise than by action of the Securities and Exchange Commission.
Expense limitation. An arrangement between an investment com
pany and its investment adviser whereby the adviser agrees to
restrict its fee, usually based on a stipulated relationship between
total expenses and average net assets.
Ex-dividend or ex-distribution. A synonym for “without dividend.”
The buyer of a stock selling ex-dividend does not receive the re
cently declared dividend; distribution refers to capital gain dis
tributions.
Ex-rights. Similar to ex-dividend. The buyer of stock selling ex
rights is not entitled to the rights distribution.
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Extra or extra dividend. Refers to a cash dividend that has been
declared by a corporation in addition to its usual dividend.
Ex-warrants. On occasion stocks or bonds have warrants attached
entitling the holder to subscribe to additional shares within speci
fied periods of time and at specified prices. When these warrants
are detached the security is traded “ex-warrants.”
Face amount. Usually the dollar amount that appears on the face
of a bond and that the issuing corporation has promised to pay
to the holder at a fixed date.
Face-amount certificate. A security representing an obligation of
the issuer to pay a stated amount at a fixed date in the future, the
consideration for which is either payment of periodic installments
of a stated amount or a single lump payment.
Face-amount certificate company. An investment company engaged
in the business of issuing face-amount certificates of the installment
type.
Fails. Security transactions between two parties which have not
been settled at the settlement or clearance date.
Fail-to-deliver.
Securities which the selling brokerage concern or
other financial institution has not delivered to the purchaser at the
settlement or clearance date.
Fail-to-receive. Securities which the purchasing brokerage concern
or other financial institution has not received from the seller at the
settlement or clearance date.
Fair value. Value determined for those securities and assets for
which there are no market quotations readily available.
Fixed-income security. A preferred stock or bond with a stated
amount of income return.
Flat. A method of trading in certain types of bonds. Usually used
in trading income bonds which do not pay interest unless it has been
earned and declared payable, or bonds on which the issuing cor
poration has defaulted in the payment of interest. When bonds
are traded “flat” the seller is not entitled to receive (in addition
to the price of the bond) the interest that has accumulated since
the date of the last interest payment. The seller of a bond that is
traded “flat” must deliver the bond with all unpaid coupons at
tached or a due bill authorizing the buyer to collect any payments
of interest that may be made by the issuing corporation in the
future.
Forward pricing. The pricing of mutual fund shares for sale, repur
chase or redemption at the price next computed after the receipt
of an order.

141

Fractional share. A portion of a full share of stock.
Front-end load plans.

See

Contractual plan.

Give-up. Type of order given by a brokerage firm’s customer to
another firm on whose books the customer does not have an ac
count. The Securities and Exchange Commission banned the giveup practice in 1968. Prior to that date, mutual funds sometimes
directed one broker to “give up” part of his commission for execut
ing security transactions to certain other brokers as an incentive
for selling fund shares to the public or for other services.
Growth fund. An investment company investing primarily or en
tirely in growth industry securities.
Growth stock. Used to describe the stock of a company whose earn
ings are expected to increase and so result in increasing the market
value of the stock. Growth stock companies generally reemploy a
substantial part of their earnings rather than pay them out in cash
dividends.
Guaranteed securities. Bonds or stocks for which the payment of
interest or dividends is guaranteed by a company other than the
issuing company. With respect to bonds the guarantee may also
include the payment of principal.
Handshake date. The date on which a price and other general
terms are determined, usually used with respect to a private securi
ties transaction. See Accounting Series Release No. 113.
Hedge fund. An investment company seeking to minimize market
risks by holding securities believed likely to increase in value and
at the same time being “short” other securities believed likely to
decrease in value. The sole objective is capital appreciation.
Holder of record. The party listed as the registered owner on the
transfer records of a corporation. This might be the actual owner,
a brokerage concern holding the security for the owner, or some
one who has sold the security on which the registration has not
yet been changed.
Inadvertent investment company. An industrial or service type com
pany which is deemed to be an investment company when it
“inadvertently” meets the criteria of Section 3(a) of the 1940 Act.
It must then register under and comply with the provisions of that
Act.
Incentive compensation. A fee paid to an investment company’s
adviser which generally consists of a basic fee plus a bonus (or
less a penalty) if the fund’s performance exceeds (or fails to
match) that of a specified stock index.
Income equalization. An accounting method utilized to prevent a
dilution of the continuing shareholders’ per-share equity in undis
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tributed net investment income. Dilution is caused by the contin
uous sales and redemptions of capital shares.
Income fund. An investment company whose prime aim is to maxi
mize income. It would be expected to invest substantially in high
yield common and preferred stocks and debt securities.
Investment adviser (manager). A person, usually a company pro
viding investment advice, research, and often administrative and
similar services for a fee, generally based upon a percentage of net
assets, as provided by a contract.
Investment Advisers Act of 1940. Controls almost any person who,
for compensation, renders investment advice to individuals or in
stitutions, including investment companies.
Investment advisory fee. The charge made to an investment com
pany by its investment adviser, under a contract approved by a
majority of the company’s shareholders. The fee is generally com
puted as a percentage of the average net assets, and may also
provide for an additional bonus (or penalty) based on perform
ance. See Incentive compensation.
Investment company. A pooling of funds by their collective owners
to avail themselves of professional investment management and
diversification of investments.
Investment Company Act of 1940, as amended. Provides for the reg
istration and regulation of investment companies. Amended by
Investment Company Amendments Act of 1970.
Investment company trade associations. Such associations as the
Investment Company Institute (IC I), the National Association of
Small Business Investment Companies (NASBIC) and the Asso
ciation of Closed-End Investment Companies.
Letter of intent. Agreement by which a shareholder agrees to pur
chase a specified dollar amount of mutual fund shares, usually over
a thirteen-month period, in return for a reduced sales charge that
would apply to a comparable lump-sum purchase.
Letter stock. See Restricted security.
Listed security.
change.

A security which is listed and traded on a stock ex

Load. See Sales charge.
Long. Denotes ownership of securities.
Management company. Any investment company other than a faceamount certificate company or a unit investment trust. Also some
times used to refer to the investment adviser of an investment
company.
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Management fee. See Investment advisory fee.
Market price. Usually means the last reported price at which a
security has been sold.
Mutual fund. The popular name for an open-end management in
vestment company. See Open-end investment company.
NASDAQ.
market.

An electronic quotation system for the over-the-counter

National Association of Securities Dealers, Inc. (NASD). An asso
ciation of broker-dealers who do business in the over-the-counter
market. The Association supervises and regulates the trading con
duct of its members.
Net assets. The term used by an investment company to designate
the excess of the value of securities owned, plus cash, receivables,
and other assets over the liabilities of the company.
Net asset value. The value per share of outstanding capital stock of
an investment company, usually computed daily, by dividing net
assets by the total number of shares outstanding.
Net investment income. Income from dividends and interest on an
investment company’s investments, and all other sources except
realized and unrealized gains or losses from security transactions,
less operating expenses other than income taxes on realized gains
from security transactions.
New issue. A security that is sold publicly by an issuing corporation
for the first time.
No-load fund. A mutual fund selling its shares at net asset value
without the addition of sales charges.
Nominee. A person or company in whose name a security may be
registered, such person or corporation not being the true owner.
Odd lot. A quantity of securities which is less than the trading
unit. Usually a quantity less than an even one hundred shares.
Offer. The lowest price at which a seller is willing to sell a security.
Offering price. The price at which mutual fund shares can be pur
chased, which often represents net asset value plus a "load.”
Offshore fund. An investment company, incorporated outside the
United States, the shares of which are held solely by foreign in
vestors. An offshore fund presently is not subject to regulation by
the Securities and Exchange Commission.
Open contract. An unexecuted contract. Usually in connection with
new issues which are traded “when, as, and if issued.”
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Open-end investment company. A mutual fund which stands ready
to redeem its shares at any time, and usually offers its shares for
sale to the public on a continuing basis.
Optional dividend. A dividend that is payable in either stock or
cash at the option of the holder of record.
Original issue discount. A federal income tax term of interest to the
holder of a bond, representing the difference between the face
amount of a bond and its original sales price.
Over-the-counter (O TC).
A market for securities made up of
brokerage concerns who may or may not be members of a security
exchange. Securities are traded between brokerage concerns who
act either as principals or as brokers for customers. The over-thecounter market is the principal market for United States govern
ment and municipal obligations.
Passed dividend. A regular dividend that has not been declared by
the directors of a corporation.
Payable date. The date on which a dividend is payable to holders
of record as of a prior date.
Performance fee. See Incentive compensation.
Periodic payment plan.

See Accumulation plan.

Pink sheets. A listing of over-the-counter securities published by
the National Quotation Bureau. It shows the most recent bid and
asked prices for the securities listed, as well as the broker-dealers
making a market in those securities. While pink paper is used for
stock quotations the term also applies to listings of bond quota
tions and other types of securities which are printed on paper of
different color.
Portfolio. The securities owned by an investment company or other
investor in securities.
Portfolio turnover rate. A measure of portfolio activity. For an in
vestment company, it is generally calculated by dividing the lesser
of purchases or sales of portfolio securities, excluding transactions
in United States government securities and short-term paper, by
the average value during the period of the portfolio securities.
Preferred stock. The class of capital stock of a corporation gener
ally carrying a fixed dividend whose claim to earnings and assets
must be paid before common stock is entitled to share.
Premium on repurchases. A percentage of net asset value which
may be charged on repurchases of an open-end investment com
pany’s shares.
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Price make-up sheet. The detailed computation of the net asset
value of a mutual fund.
Principal. A dealer who buys or sells securities for his own account
acts as a "principal.” Also the face amount of a security, i.e., exclu
sive of accrued interest.
Private placement. The direct sale of a block of securities, either
a new issue or a secondary issue, to a single investor or group of
investors. This is usually accomplished through an investment
banker and the securities are usually restricted as to resale. See
Restricted security.
Prospectus. A circular which describes securities being offered for
sale to the public. Required by the Securities Act of 1933.
Proxy. A person who is authorized to vote the shares of an absent
shareholder at a meeting of shareholders. Also means the written
authorization given to such person.
Proxy statement. A document containing specified information that
must be sent to shareholders at the time they are asked to sign
proxies for a meeting of shareholders.
Put option. A contract which entitles the holder to sell (put), en
tirely at his option, a specified number of shares of a particular
security at a specified price anytime until the expiration date of the
contract. See also Call option.
Quote. The price of a security. It may be the price of the last sale
made on an exchange or the current bid and asked price.
Realized gain or loss. See Capital gain or loss.
Record
tered
ceive
pany

date. The date on which an owner of stock must be regis
on the books of a company as a shareholder in order to re
a declared dividend or, among other things, to vote on com
affairs.

Redemption. Presentation of share or book certificates by the stock
holder to the investment company, or a person designated by the
investment company, for liquidation of such shares.
Redemption in kind. Redemption of investment company shares for
which payment is made in portfolio securities rather than cash.
Generally applied only to tax-free exchange funds.
Redemption or repurchase price. The price, generally net asset
value, at which a share of a mutual fund is redeemed or repur
chased.
Registered bond. A bond which is registered in the name of the
owner on the books of the issuing company.
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Registered investment company. An investment company that has
filed a registration statement with the Securities and Exchange
Commission in accordance with the requirements of the Investment
Company Act of 1940, which statement has been declared effective
by the Commission.
Registrar. Usually a banking institution charged with the respon
sibility of preventing the issuance of more stock than that author
ized by the issuing company.
Regulated investment company. An investment company that quali
fies for the special tax treatment provided by Subchapter M of the
Internal Revenue Code.
Regulation S-X. Accounting rules for form and content of financial
statements required under the Securities Act of 1933, Securities
Exchange Act of 1934, Public Utility Holding Company Act of
1935, and Investment Company Act of 1940. Article 6 applies to
investment companies.
Release. Periodic releases are issued by the Securities and Ex
change Commission under each of the several acts which it ad
ministers.
Repurchase. Liquidation of investment company shares through a
principal underwriter or a broker-dealer on behalf of shareholders.
Repurchase agreements ( “repos”). An agreement whereby the seller
of securities agrees to repurchase the securities within a specified
time at a specified price.
Restricted security. A portfolio security which may be sold pri
vately, but requires registration with, or exemption therefrom by,
the Securities and Exchange Commission before it may be sold
publicly. A private placement frequently referred to as “letter
stock.”
Return.

See Yield.

Reverse split. Opposite of “stock split.”
Right of accumulation. A method of permitting a reduced sales
charge on a single purchase by aggregating shares previously ac
quired and presently owned plus those being acquired to qualify
for a “quantity discount.”
Rights. The privilege offered by a corporation to its shareholders
to subscribe to certain securities at a specified price.
Sales charge. An amount added to the net asset value of an openend investment company’s shares, in computing the offering price,
to provide for the underwriters and dealers commissions; generally
stated as a percentage of the offering price.
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Securities Act of 1933.

See Chapter 1 of this guide.

Securities and Exchange Commission. An agency established by
Congress to administer federal securities laws.
Securities Exchange Act of 1934.

See Chapter 1 of this guide.

Settlement date. The date on which security transactions are to be
settled by the delivery or receipt of securities and the receipt or
payment of cash.
Short sale. A sale of securities not yet owned with the expectation
that the price will go down so that it can then be repurchased at a
profit. The person making a short sale borrows equivalent securi
ties to make delivery to the buyer, and must eventually purchase
the securities to return to the lender.
Small Business Administration (SBA). An agency established by
Congress to administer the Small Business Investment Company
Act of 1958.
Small business investment company (SBIC ). An investment com
pany registered under the Small Business Investment Company Act
of 1958 to provide capital for small business enterprises.
Split or stock split. The action of increasing the number of out
standing shares of stock of a company so as to decrease the market
price, i.e., two shares for each share held will have the effect of
reducing the price of the shares by approximately one half.
Spread. A combination of a “put” and “call” option at different
prices; one below and the other above the current market price.
Also refers to the difference between the bid and asked prices of
a security and to the dealer’s commission on a security offering.
Stock dividend. A dividend payable in stock of the issuing corpor
ation.
Stockholder of record. A stockholder whose name is registered on
the books of the issuing corporation.
Straddle. A combination of one “put” and one “call” option, iden
tical with respect to the security issue, number of shares, exercise
price, and expiration date.
Street name. Securities held in the name of a brokerage concern
instead of in customers’ names are said to be carried in “street
name.”
Swap fund. See Tax-free exchange fund.
Tax-free exchange fund (swap fund). An investment company or
ganized between 1960 and 1967 to permit investors holding indi
vidual securities selling at appreciated prices to exchange such
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securities, without payment of capital gains tax, for shares of the
fund. Unless new legislation is enacted by Congress, no additional
funds of this type can be created.
Ticker. An instrument that prints the price at which a security has
been traded on an exchange a short time after the trade is made.
Trade. A term that indicates the execution of a security transaction,
either a purchase or a sale.
Trade date. The date an order for a security transaction is executed.
Transfer. Usually refers to the act of changing the ownership of
registered securities on the books of the issuing corporation.
Transfer agent. The appointed agent issuing, transferring, repur
chasing, and accounting for shares of an investment company. The
transfer agent keeps a record of the name of each registered share
holder, his or her address, and the number of shares owned and
sees that certificates presented to his office for transfer are properly
cancelled and new certificates issued in the name of the transferee.
Underwriting. The act of distributing a new issue of securities (or
a large block of issued securities, i.e., a secondary offering).
Unit investment trust. An investment company organized under a
trust indenture that issues only redeemable securities, each of which
represents an individual interest in the unit of specified securities.
Unlisted security. A security which is not listed on a securities ex
change.
Unrealized appreciation or depreciation. The excess (appreciation)
or deficiency (depreciation) of the value of portfolio security hold
ings over (under) cost.
Variable annuities. A variable annuity is a contract under which
the annuitant purchases his annuity with a fixed number of dollars
which are translated into a varying number of accumulation units.
At retirement he is paid in a fixed number of annuity units monthly
which are translated into a varying number of dollars. The value
of both accumulation and annuity units varies in accordance with
the performance of an investment portfolio invested in equity se
curities, primarily common stock. Variable annuities do not guar
antee a fixed amount of income. They guarantee monthly pay
ments for life, but the dollar amounts of income will vary from
month to month. During periods of rising stock prices, the dollar
amounts of income payments may be expected to increase. How
ever, in a market decline, the dollar amounts of the monthly pay
ments will be decreased.
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Venture capital investment company. A closed-end investment com
pany whose primary investment objective is capital growth and
whose capital is invested in restricted securities at high risk, in
negotiated transactions, to form or develop companies with new
ideas, products, or processes.
Warrants. Rights to purchase additional securities, usually affixed
to the certificates at the time securities are originally issued. Also
refers to document evidencing rights, i.e., a warrant for 125 rights.
Yield. Income received from investments, usually expressed as a
percentage of market price; also referred to as “return.”
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